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SUMMARY:  Section  11(a)  of  the  Se¬ 
curities  Exchange  Act  of  1934  prohib¬ 
its  members  of  national  securities  ex¬ 
changes  from  effecting  transactions 
for  certain  accounts.  The  Commission 
is  announcing  (i)  the  adoption  under 
that  section  of  a  temporary  rule,  (ii) 
the  adoption  of  a  final  rule,  (iii)  the 
promul^tion  of  technical  amend¬ 
ments  to  a  temporary  rule  previously 
adopted,  and  (iv)  the  publication  of  in¬ 
terpretations  of  certain  terms  used  in 
that  section.  The  rules  permit  mem¬ 
bers  to  effect  transactions  subject  to 
section  11(a)  under  specified  condi¬ 
tions.  Interested  persons  are  requested 
to  consider  the  rules,  amendments  and 
interpretations  adopted  and  to  submit 
comments  on  them  to  the  Commis¬ 
sion. 

DATES:  The  final  and  temporary 
rules  and  the  amendments  will  become 
effective  on  May  1,  1978.  Comments 
should  be  received  by  April  15, 1978. 

ADDRESSES:  Interested  persons 

should  submit  six  copies  of  their  views 
and  comments  to  (jieorge  A.  Fitzsim¬ 
mons,  Secretary,  Securities  and  Ex¬ 
change  Commission,  500  North  Capitol 
Street,  Washington,  D.C.  20549,  and 
should  refer  to  File  No.  S7-613.  All 
submissions  will  be  made  available  for 
public  inspection  at  the  Commission’s 
Public  Reference  Section,  Room  6101, 
1100  L  Street  NW.,  Washington,  D.C. 

FOR  FURTHER  INFORMATION 
CONTACT: 

Richard  A.  Steinwurtzel,  Esq.,  202- 
755-7974  or  Charles  M.  Horn,  Esq., 
202-755-8747,  Division  of  Market 
Regulation,  Securities  and  Exchange 
Commission,  500  North  Capitol 
Street,  Washington,  D.C.  20549. 


RULES  AND  REGULATIONS 

SUPPLEMENTARY  INFORMATION: 

Introduction 

Section  11(a)  of  the  Securities  Ex¬ 
change  Act  of  1934  (the  “Act”)'  was 
added  by  the  Securities  Acts  Amend¬ 
ments  of  1975  (the  “1975  Amend¬ 
ments”).*  Section  IKaKD*  makes  it 
unlawful  for  a  member  of  a  national 
securities  exchange  to  “effect”  trans¬ 
actions  on  that  exchange  for  three 
kinds  of  accounts  (collectively  referred 
to  as  “covered  accounts”): 

(i)  The  member’s  own  account  (“pro¬ 
prietary  account”); 

(ii)  The  account  of  a  person  associat¬ 
ed  with  the  member;  and 

(ill)  An  account  over  which  the 
member  or  any  person  associated  with 
the  member  exercises  “investment  dis¬ 
cretion”  (“discretionary  account”). 

Section  11(a)  was  effective  immedi¬ 
ately  upon  its  enactment  for  persons 
who  became  exchange  members  after 
May  1,  1975.  Its  effectiveness  is  de¬ 
layed  until  May  1,  1978,  for  transac¬ 
tions  by  persons  who  were  exchange 
members  on  May  1, 1975.  * 

The  prohibitions  of  section  ll(aKl) 
are  subject  to  eight  exemptions  pro¬ 
vided  in  subsections  (A)  through  (H). ' 
These  include;  (i)  ’Transactions  by  a 
dealer  acting  as  market  maker;  (ii) 
transactions  for  the  accoimt  of  an  odd- 
lot  dealer  in  its  registered  securities; 

(iii)  stabilizing  transactions  in  connec¬ 
tion  with  participation  in  a  distribu¬ 
tion  of  securities;  (iv)  arbitrage  and 
hedge  transactions;  and  (v)  transac¬ 
tions  to  offset  transactions  made  in 
error. 

An  exemption  is  provided  in  subsec¬ 
tion  (E)*  for  transactions  for  accounts 
of  natural  persons  and  their  estates 
and  trusts.  In  addition,  a  general  ex¬ 
emption  for  a  member’s  proprietary 
transactions  is  provided  in  subsection 
(G)’  if  (i)  the  member  is  engaged  pri¬ 
marily  in  a  public  securities  business 
(the  “business  mix”  test),  and  (ii)  the 
transactions  “yield,”  in  accordance 
with  rules  adopted  by  the  Commission, 
priority,  parity,  and  precedence  to 
transactions  for  accounts  of  persons 
who  are  not  members  or  associated 
with  members  of  the  exchange.  Final¬ 
ly,  the  Commission  is  authorized  in 
subsection  (H)  to  grant,  by  rule,  addi¬ 
tional  exemptions  consistent  with  the 
purposes  of  the  section,  the  protection 
of  investors,  and  the  maintenance  of 
fair  and  orderly  markets.  * 


•15  U.S.C.  78k(a). 

*Pub.  L.  No.  94-29  (Jime  4, 1975). 

•15  U.S.C.  78k(aKl). 

•Section  ll(aK3),  15  UJ5.C.  78k(aX3). 

‘15  U.S.C.  78k(aKlKA)  through  (H). 

•15  UJS.C.  78k(aKlKE). 

’15  D.S.C.  78k(aKlKG). 

•The  Commission  is  authorized  by  section 
ll(aK2),  15  U.S.C.  78k(a)(2),  to  extend  the 
prohibition  of  section  11(a)  on  transactions 
for  covered  accounts  (i)  to  members'  ex- 


Pursuant  to  its  authority  under  sec¬ 
tion  11(a)  and  other  sections  of  the 
Act,  the  Commission  is  publishing  cer¬ 
tain  interpretive  statements  and 
taking  the  rulemaking  actions  summa¬ 
rized  below: 

(I)  INTERFRXTATION  OF  THE  TERM  “INVESTMENT 
DISCRETION” 

The  term  "investment  discretion”  under 
section  3(a)(35)  of  the  Act* is  interpreted  to 
exclude  a  relationship  between  a  person  and 
an  account  in  which  the  person  must  obtain 
authorization  from  the  account  before  ef¬ 
fecting  any  transaction  for  the  account  (i.e., 
prior  authorization  on  a  trade-by-trade 
basis). 

(II)  EFFECT  VERSUS  EXCUTE  RULE  (TEMPORARY 
RULE  iia2-2(t)) 

The  temporary  effect  versus  execute  rule 
as  adopted  will  add  an  exemption  to  those 
provided  in  subsections  (A)  through  (H)  of 
section  11(a)(1).  The  temporary  rule  will 
allow  a  member,  subject  to  certain  condi¬ 
tions,  to  effect  transactions  for  covered  ac¬ 
counts  by  arranging  for  an  imaffiliated 
member  (the  “executing  member”)  to  ex¬ 
ecute  the  transactions  directly  on  the  floor 
of  the  exchange.  The  conditions  of  the 
effect  versus  execute  rule  are; 

(a)  The  member  will  be  required  to  trans¬ 
mit  the  order  from  off  the  flixir  of  the  ex¬ 
change; 

(b)  The  member  will  not  be  permitted  to 
participate  in  the  execution  of  the  transac¬ 
tion  after  its  transmission  to  the  executing 
member  (although  it  may  participate  in 
clearing  and  settling  the  transaction);  and 

(c)  In  the  case  of  a  transaction  effected 
for  an  account  with  respect  to  which  the  ini¬ 
tiating  member  or  an  ass(x;iated  person 
thereof  exercises  investment  discretion,  nei¬ 
ther  the  member  nor  any  associated  person 
thereof  may  retain  any  direct  or  indirect 
compensation  in  connection  with  effecting 
the  transaction;  provided,  however,  that 
this  condition  would  not  apply  to  the 
extend  that  the  person  or  persons  autho¬ 
rized  to  transact  business  for  the  account 
have  expressly  provided  otherwise  by  writ¬ 
ten  contract  referring  to  section  11(a)  of  the 
Act  and  the  rule,  executed  on  or  after 
March  15,  1978,  by  each  of  them  ancL  by 
such  exchange  member  or  such  associated 
person,  and  such  member  or  such  associated 
person  makes  disclosure  at  least  annually  of 
the  total  amount  of  all  transaction-related 
compensation  retained  by  it  or  any  associat¬ 
ed  person  during  the  preceding  year  (or 
such  shorter  period  as  may  be  covered  by 
the  disclosure),  which  amoimt  shall  be  ex¬ 
clusive  of  all  amounts  paid  to  others  during 
that  period  for  services  rendered  in  effect¬ 
ing  such  transactions. 

(Ill)  LOOK-THROUGH  RULE  (RULE  Iiai-3) 

The  look-through  rule  as  adopted  will 
eliminate  disparities  of  treatment  under  sec- 


change  transactions  (other  than  market 
maker  and  odd-lot,  dealer  transactions) 
wliich  would  otherwise  be  exempt  under 
section  IKaKl);  (ii)  to  over-the-counter 
market  transactions  (other  than  market 
maker  transactions)  by  members  and  non¬ 
member  broker-dealers;  and  (iii)  to  ex¬ 
change  transactions  (other  than  market 
maker  transactions)  by  nonmember  broker- 
dealers.  The  Commission’s  authority  under 
that  section  is  complemented  by  sections 
11(b)  and  15(cK5),  15  U.S.C.  78k(b)  and 
78o(cK5). 

•15  U.S.C.  78c(aK35). 
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tion  11(a)  between  accounts  carried  by  the 
member  directly  and  accounts  carried  in  the 
name  of  an  associated  person.  The  rule  ac¬ 
complishes  that  result  by  allowing  a 
member  to  effect  a  transaction  for  an  ac¬ 
count  held  by  the  member  in  the  name  of 
an  associated  person  if  the  member  could 
have  effected  the  transaction  if  it  held  the 
accoimt  directly.  All  exemptions  which  are 
available  to  members  will  also  be  available 
to  associated  persons.  Language  has  been 
added  to  the  rule  to  make  it  clear  that  an 
associated  person  using  the  exemption  pro¬ 
vided  by  Subsection  (O)  for  proprietary 
transactions  must  independently  meet  the 
“business  mix”  test  contained  in  that  Sub¬ 
section. 

(rv)  UEMBKRS’  PROPRIRART  TRAMSACTIONS 

The  Commission  has  adopted  technical 
amendments  to  the  proprietary  trading  rule 
(Rule  llal-KT))  implementing  the  propri¬ 
etary  trading  exemption  of  subsection  (O) 
in  order  to  clarify,  among  other  things,  the 
point  at  which  the  order  identification  and 
yielding  conditions  under  that  rule  attach. 
The  Commission  also  has  provided  a  discus¬ 
sion  of  the  treatment  imder  section  ll(aKl) 
of  transactions  by  specialists  for  their  in¬ 
vestment  accounts  and  transactions  by  floor 
traders.  In  that  connection,  the  Commission 
has  not  revised  its  interpretation  that  the 
natural  person  exemption  under  section 
IKaKDXE)  is  unavailable  to  natural  person 
members.  In  addition,  the  Commission  has 
considered  a  nilemaklng  petition  filed  by 
the  New  York  Stock  Exchange.  Inc.  (the 
“NYSE”). 

(V)  WITHDRAWAL  OF  OTHER  RULE  PROPOSALS 

The  Commission  is  withdrawing  other 
rule  proposals  published  in  its  March  1977 
Release. 

The  remainder  of  this  Release  con¬ 
sists  of  the  following  sections: 

I.  SECTION  11(a)  AND  THE  (X)BIMISSI0N’S 
LEGISLATIVE  RECOMMENDATIONS.  RULE¬ 
MAKING  ACTIONS,  AND  INTERPRETIVE 
STATEMENTS. 

II.  APPLICATION  OP  THE  TERM  “INVEST- 
BIENT  DISCRETION”  TO  ADVISORY  RELA¬ 
TIONSHIPS 


'*The  exemptions  provided  in  section 
IKaKl),  in  the  look-through  rule  and  in  the 
effect  versus  execute  rule,  operate  indepen¬ 
dently.  For  example,  a  transaction  for  an  as¬ 
sociated  person’s  account  may  be  effected 
without  relying  on  either  rule  if  that  trans¬ 
action  qualifies  for  a  statutory  exemption 
under  section  ll(aKl)  (e.g..  arbitrage  trans¬ 
actions  under  section  ll(aKlKD)).  A  trans¬ 
action  qualifying  for  exemption  under  the 
look-through  rule  may  be  effected  without 
compliance  with  the  requirements  of  the 
effect  versus  execute  rule.  Similarly,  a 
transaction  effected  in  compliance  with  the 
effect  versus  execute  rule  need  not  qualify 
for  exemption  under  the  look-through  rule. 
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III.  THE  EPPECT  VERSUS  EXECUTE  RULE 
(TEMPORARY  RULE  Iia2-2(T))  POR 
TRANSACTIONS  POR  ALL  COVERED  AC¬ 
COUNTS 

IV.  THE  LCiOK-THROUGH  RULE  (RULE  llRl- 
2)  POR  TRANSACrriONS  POR  ACCOUNTS  OP 
ASSOCIATED  PERSONS 

V.  THE  SCOPE  OP  EXEMPTIONS  POR 
MEMBERS’  PROPRIETARY  TRANSACTIONS 

VI.  WITHDRAWAL  OP  OTHER  RULE 

PROPOSALS 

VII.  STATUTORY  BASIS 

I.  SECTTION  11(a)  AND  THE  COMMISSION’S 
Legislative  Recobimendations.  Ru- 

LEBCAKING  ACTIONS,  AND  INTERPRETIVE 

Statements 

’The  legislative  history  of  section 
11(a)  indicates  that  the  Congress  in¬ 
tended  in  that  section  to  address  trad¬ 
ing  advantages  available  to  exchange 
members  and  conflicts  of  interest  in 
money  management.  The  Congress  in¬ 
dicate  that  exchange  members 
should  not  be  allowed  to  benefit  in 
their  own  proprietary  trading  from 
certain  trading  advantages  understood 
to  derive  from  membership  and  that 
legislative  action  to  address  the  combi¬ 
nation  of  brokerage  and  money  man¬ 
agement  was  needed  in  order  to  elimi¬ 
nate  any  potential  for  abuse  of  the 
conflicts  of  interest  inherent  in  the 
combination  of  those  functions."  The 
House  Report  on  H.R.  4111,  the  House 
version  of  the  1975  Amendments,  as¬ 
serted  that  limitations  on  exchange 
member  trading  from  off  the  floor 
were  necessary  as  a  general  matter  in 
light  of  the  off-floor  trader’s  ability  to 
execute  decisions  faster  than  public  in¬ 
vestors,  his  reputed  “feel  for  the 
market,”  and  other  trading  advan¬ 
tages.  "  The  Senate  Report  on  S.  249, 
the  Senate  version  of  the  1975  Amend¬ 
ments,  focused  on  problems  thought 
to  result  from  the  combination  of 
money  management  and  brokerage, 
suggesting  that  a  money  manager 
which  also  performed  the  brokerage 
function  for  its  managed  accounts 
might  breach  its  fiduciary  obligations 
in  a  number  of  ways,  including 
“churning”  its  managed  accounts  in 
order  to  increase  its  brokerage  com¬ 
missions.  '* 


"Securities  Reform  Act  of  1975,  Report  of 
the  House  Comm,  on  Interstate  and  Foreign 
Commerce.  Together  with  Minority  Views, 
to  Accompany  H.R.  4111  (the  House 
Report),  H.R.  Rep.  No.  94-123,  94th  Cong., 
1st  Sess.  54-57  (1975);  Securities  Acts 
Amendments  of  1975,  Report  of  the  Senate 
Comm,  on  Banking,  Housing  and  Urban  Af¬ 
fairs  to  Accompany  S.  249  (the  Senate 
"House  Report,  at  54-55. 

"Senate  Report,  at  62-65.  The  Senate 
Report  concluded  that,  although  there  was 
“no  evidence”  that  the  possible  conflicts  of 
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Report),  S.  Rep.  No.  94-75,  94th  Cong.,  1st 
Sess.  60-69  (1975). 

Shortly  after  the  enactment  of  the 
1975  Amendments,  it  became  apparent 
that  the  Commission,  the  self-regula¬ 
tory  organizations,  and  various  seg¬ 
ments  of  the  securities  industry  had 
differing  views  as  to  the  scope  of  sec¬ 
tion  11(a)  and  its  application  to  the  ac¬ 
tivities  of  exchange  members.  Accord¬ 
ingly,  the  Commission  promptly  began 
to  explore  how  the  apparent  ambigu¬ 
ities  and  problems  presented  by  the 
section  could  be  resolved.  The  Com¬ 
mission  issued  two  releases  on  section 
11(a),  the  first  in  January.  1976  (the 
“January  1976  Release”)"  and  the 
second  in  March,  1977  (the  “March 
1977  Release”)." 

In  the  January  1976  Release,  the 
Commission  adopted  the  proprietUY 
trading  rule  (Rule  llal-KT))  as  a  tem¬ 
porary  rule  to  implement  the  exemp¬ 
tion  provided  by  section  ll(a)(lKG) 
for  a  member’s  transactions  for  its 
own  accoimt  and  proposed  the  lookth- 
rough  rule  (Rule  llal-2).  which  ap¬ 
plied  to  transactions  by  a  member  for 
the  account  of  an  associated  person.  In 
addition,  the  Commission  addressed  a 
number  of  policy  and  interpretive 
questions  under  secton  11(a),  includ¬ 
ing:  (i)  the  meaning  of  the  term 
“effect”  in  section  11(a),  and  thus  the 
reach  of  the  prohibition  on  effecting 
transactions;  and  (ii)  the  availability 
of  the  natural  person  exemption 
under  subsection  (E)  of  section 
ll(aKl)  for  proprietary  transactions 
effected  by  natural  person  members, 
including  floor  traders. 

In  the  March  1977  Release,  the 
Commission  gave  additional  consider¬ 
ation  to  the  principal  interpretive 
issues  raised  in  the  first  release  in 
light  of  the  commentators’  responses. 
In  order  to  focus  further  discussion  on 
the  problems  presented  by  section 
IK  a),  the  Commission  proposed  three 
rules:  (i)  the  effect  versus  execute  rule 
(Rule  lla2-2),  dealing  with  all  covered 
accounts;  (ii)  the  single  fee  rule  (Rule 
llal-3),  dealing  with  discretionary  ac¬ 
counts;  and  (iii)  the  priority  rule  (Rule 
lla2-l),  dealing  with  a  member’s 
transactions  for  its  own  account. 

In  proposing  those  rules,  the  Com¬ 
mission  pointed  out  that,  in  certain 


interest  had  led  to  widespread  breaches  of 
fiduciary  duty,  “the  existence  of  these  con¬ 
flicts  is  extremely  troublesome.”  Id.,  at  65. 
See  also  Securities  Industry  Study,  Report 
of  the  Subcomm.  on  Securities  of  the 
Senate  Comm,  on  Banking,  Housing  and 
Urban  Affairs  (the  Senate  Industry  Study), 
S.  Rep.  No.  93-13,  93d  Cong.,  1st  S^.  75.  n. 
68,  and  86.  n.  120  (1973). 

“Securities  Exchange  Act  Release  No. 
12055  (Jan.  27.  1976),  41  FR  8075  (Feb.  24. 

1976) . 

"Securities  Exchange  Act  Release  No. 
13388  (Mar.  18.  1977),  42  FR  16745  (Mar.  29, 

1977) . 
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cases,  the  rule  proposals  presented  dif¬ 
ferent  solutions  to  the  same  problem 
or  were  otherwise  duplicative.  The 
Commission  further  suggested  that  it 
anticipated  that  the  discussion  process 
would  assist  it  in  choosing  principles 
embodied  in  some  of  the  rules  while 
discarding  others.  “ 

The  Commission  has  been  presented 
with  a  diversity  of  views  concerning 
certain  interpretive  problems  under 
the  section,  including  principally;  (i) 
the  scope  of  the  term  “effect”  as  used 
in  the  section;  (ii)  the  scope  of  the  nat¬ 
ural  person  exemption  provided  in 
subsection  (E)  of  section  11(a)(1);  and 
(iii)  the  breadth  of  the  definition  of 
the  term  “investment  discretion”  as 
used  in  section  11(a)  and  thus  the 
reach  of  the  prohibition  on  transac¬ 
tions  for  accoiuits  to  which  the 
member  renders  advisory  services. 
During  the  two  and  one-half  years 
since  section  11(a)  was  enacted,  the 
Commission  has  examined  the  poten¬ 
tial  operation  of  section  11(a)  with  a 
view  to  applying  the  section’s  provi¬ 
sions  to  the  securities  markets  as  they 
exist  now  and  as  they  may  evolve 
within  the  developing  national  market 
system. 

The  Commission  has,  nevertheless, 
concluded  that  the  current  schedule 
for  full  effectiveness  on  May  1.  1978  is 
likely  to  present  substantial  problems 
and  has  so  advised  the  Congress.  Rec¬ 
ommending  to  Congress  that  the  full 
effectiveness  of  section  11(a)  be  de¬ 
layed  until  November  1,  1979,"  the 
Commission  pointed  to  developments 
in  the  markets  that  have  dramatically 
altered  the  circumstances  which  the 
Congress  had  considered  in  enacting 
section  11(a).  The  Commission  also  ad¬ 
vised  the  Congress  that  section  11(a) 
might  not  have  the  results  intended 
by  the  Congress  and  that  full  effec¬ 
tiveness  of  the  section  on  May  1,  1978 
would  likely  impede  achievement  of 
the  competitive  goals  of  a  national 
market  system  and.  indeed,  could  en¬ 
gender  anticompetitive  effects  that 
were  not,  and  could  not  have  been,  an- 
,  ticipated  by  the  Congress  in  1975,  The 
j  Commission  further  indicated  that  it 
had  been  unable  to  conclude  that  it 
]  could  solve  all  those  problems  through 
'rulemaking.  The  Commission  suggest- 


"March  1977  Release,  at  text  accompany¬ 
ing  n.  3. 

“Letters  from  Harold  M.  Williams  to 
Walter  P.  Mondale,  Thomas  P.  O’Neill,  Jr., 
Harley  O.  Staggers,  and  Harrison  A.  Wil¬ 
liams  (Feb.  22,  1978),  and  Memorandum  of 
the  Securities  and  Exchange  Commission  in 
Support  of  its  Recommendation  that  the 
Congress  Delay  the  Full  Effectiveness  of 
Section  11(a)  Until  November  1.  1979.  The 
bill  recommended  by  the  Conunission  was 
introduced  in  the  House  of  Representatives 
on  February  23,  1978  as  H.R.  11140.  121 
Cong.  Rec.  H1486  (daily  ed.  Feb.  23, 1978). 


ed  that  the  recommended  eighteen 
month  delay  in  section  ll(a)’s  full  ef¬ 
fectiveness  would  give  affected  per¬ 
sons  time  to  plan  for  that  effective¬ 
ness.  Morever,  the  Commission  stated 
that  delay  would  permit  time  for  reas¬ 
sessment  of  the  consequences  of  ap¬ 
plying  section  11(a)  to  the  securities 
markets  of  1978  and  as  they  may  de¬ 
velop  thereafter. 

The  Conunission  continues  to  be¬ 
lieve  that  it  cannot  now  solve  through 
rulemaking  all  the  problems  which 
full  effectiveness  of  section  11(a)  will 
likely  cause.  The  Commission  believes, 
however,  that  there  is  a  need  to  re¬ 
solve,  to  the  extent  practicable,  some 
of  the  ambigruities  and  controversy 
concerning  the  meaning  and  applica¬ 
tion  of  the  section.  The  Commission 
recog;nizes,  moreover,  the  need  to  pre¬ 
pare  for  full  implementation  of  section 
11(a)  on  May  1,  1978  if  the  pending 
legislation  does  not  pass  by  then.  In 
preparing  for  the  full  effectiveness  of 
section  11(a)  on  May  1. 1978,  the  Com¬ 
mission  is  mindful  of  the  need  to  tailor 
its  regulatory  program  to  current 
market  conditions  in  order  to  address 
some  of  the  problems  referred  to 
above.  Accordingly,  the  Commission  is 
today  adopting  the  rules  and  interpre¬ 
tations  presented  in  this  Release  in 
order  to  provide  immediate  guidance 
to  members  presently  subject  to  sec¬ 
tion  11(a)  and  to  prepare  for  full  effec¬ 
tiveness  of  that  section  on  May  1, 
1978.  Although  notice  of  the  substance 
of  the  rules  adopted  today  and  of  the 
subjects  and  issues  involved  has  previ¬ 
ously  been  given  in  the  January  1976 
and  March  1977  Releases,  the  Com¬ 
mission  has  determined  to  solicit  fur¬ 
ther  public  comment  in  order  to  evalu¬ 
ate  whether  it  should  amend  the  rules 
today  adopted  or  propose  new  ones. 

The  Commission  recognizes  that 
trading  and  structural  changes  in  the 
markets  are  occurring  with  increasing 
rapidity,  particularly  as  steps  are  im¬ 
plemented  toward  the  establishment 
of  a  national  market  system.  As  a 
result,  additional  rulemaking  action 
under  section  11(a)  may  well  be  neces¬ 
sary  as  the  markets  to  which  the  sec¬ 
tion  applies  experience  further  evolu¬ 
tion.  Accordingly,  the  Commission  be¬ 
lieves  it  is  particularly  important  for 
commentators  to  assist  it  in  identify¬ 
ing  ways  in  which  the  implementation 
of  section  11(a)  may  require  further 
adjustment  as  additional  progress  is 
made  toward  a  national  market 
system. 

II.  Application  of  the  Term  “Invest¬ 
ment  Discretion”  to  Advisory  Re¬ 
lationships 

Section  11(a)(1)  prohibits  a  member 
of  a  national  securities  exchange  from 
effecting  on  the  exchange  any  transac¬ 
tion  for  an  accoimt  over  which  the 


member  or  its  associated  person  exer- 
cises  “investment  discretion.”  "  Under 
subsection  (E)  of  section  ll(aKl),  how¬ 
ever,  transactions  for  discretionary  ac¬ 
counts  of  natural  persons  and  their  es¬ 
tates  and  trusts  are  exempt  from  that 
prohibition.  Accordingly,  the  prohibi¬ 
tion  relates  to  discretionary  accounts 
other  than  such  natural  person  ac¬ 
counts. 

In  response  to  the  January  1976  and 
March  1977  Releases,  several  commen¬ 
tators  observed  that  it  is  unclear 
whether  the  term  “investment  discre¬ 
tion”  covers  certain  kinds  of  services 
they  provide  for  accounts.  They  ob¬ 
served  that  many  members  provide 
brokerage  and  a  wide  variety  of  adviso¬ 
ry  services  to  accounts  under  circum¬ 
stances  where  the  account  holder  in 
fact  makes  the  final  investment  deci¬ 
sion.  They  contended  that  a  broad  in¬ 
terpretation  of  “investment  discre¬ 
tion”  would  inappropriately  subject 
these  relationships  to  the  prohibition 
of  section  11(a)  and  thereby  disrupt 
mutually  beneficial  advisory  relation¬ 
ships  between  members  and  their  ac¬ 
counts.  Those  respondents  asserted 
that  the  Commission  should  define 
“investment  discretion”  to  include 
only  those  relationships  between 
members  and  their  accounts  where  the 
member  in  fact  makes  the  investment 
decisions. " 

The  legislative  history  of  section 
11(a)  indicates,  as  noted  above,  that 
the  discretionary  account  prohibition 
in  that  Section  was  intended  in  large 
part  to  address  potential  abuses  aris¬ 
ing  out  of  the  combination  of  broker¬ 
age  and  money  managment.  *“  In  inter¬ 
preting  the  meaning  of  “investment 
discretion,”  and  thus  the  scope  of  that 
prohibition,  the  Commission  believes 
it  should  look  to  the  functional  rela¬ 
tionship  between  the  adviser  and  the 
accoimt.  There  is  a  substantive  differ- 


"Section  3(aK35)  of  the  Act.  15  U.S.C. 
78c(aK35),  provides: 

A  person  exercises  "investment  discre¬ 
tion”  with  respect  to  an  account  if,  directly 
or  indirectly,  such  person  (A)  is  authorized 
to  determine  what  securities  or  other  prop¬ 
erty  shall  be  purchased  or  sold  by  or  for  the 
account.  (B)  makes  decisions  as  to  what  se¬ 
curities  or  other  property  shall  be  pur¬ 
chased  or  sold  by  or  for  the  account  even 
though  some  other  person  may  have  respon¬ 
sibility  for  such  investment  decisions,  or  (C) 
otherwise  exercises  such  influence,  with  re¬ 
spect  to  the  purchase  and  sale  of  securities 
or  other  property  by  or  for  the  account  as 
the  Commission,  by  rule,  determines,  in  the 
public  Interest  or  for  the  protection  of  in¬ 
vestors,  should  be  subject  to  the  operation 
of  the  provisions  of  this  title  and  the  rules 
and  regulations  thereunder. 

“Responses  of  Baker,  Watts  &  Co.  (June 
30.  1977):  Ferris  &  Co..  Inc.  (May  11.  1977); 
and  H.  O.  Feet  &  Co.,  Inc.  (June  2,  1976), 
Securities  and  Exchange  Commission  File 
No,  S7-613  (hereinafter  “FUe  No.  S7-813”). 

“Senate  Report,  at  63-65. 
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ence  between  an  adviser’s  relationship 
with  an  account  in  which  the  adviser 
has  all  decisionmaking  authority  and 
an  advisory  relationship  where,  even 
though  the  adviser  makes  recommen¬ 
dations  and  executes  the  account’s 
orders,  the  account  retains  exclusive 
authority  to  make,  and  actually  does 
make,  the  investment  decisions. 

In  recognition  of  these  differences, 
the  Commission  believes  that  “invest¬ 
ment  discretion”  under  subsection  (B) 
of  section  3(a)(35)  should  not  be  con¬ 
strued  to  include  an  arrangement 
whereby  the  adviser  obtains  prior 
trade-by-trade  authorization  from  the 
account.  That  Subsection  defines  in¬ 
vestment  discretion  to  include  a  rela¬ 
tionship  where  a  person  “directly  or 
indirectly  *  •  *  makes  decisions  as  to 
what  securities  or  other  property  shall 
be  purchased  or  sold  by  or  for  the  ac¬ 
count  even  though  some  other  person 
may  have  responsibility  for  such  in¬ 
vestment  decisions.’’*'  The  Commis¬ 
sion  believes  that  subsection  (B)  was 
designed  to  deal  with  the  situation 
where  the  adviser  makes  decisions  for 
an  account,  and  not  with  the  situation 
where  the  adviser  makes  only  invest¬ 
ment  recommendations  to  the  ac¬ 
count,  regardless  of  the  fact  that 
those  recommendations  may  have  con¬ 
siderable  influence  on  investment  deci¬ 
sions.  The  situation  where  that  influ¬ 
ence  is  so  powerful  that  it  controls  the 
investment  decisions  made  by  the  ac¬ 
count,  the  Commission  believes,  was 
intended  to  be  covered  by  subsection 
(C)  of  section  3(a)(35).  That  subsec¬ 
tion  authorizes  the  Commission  to 
adopt  rules  to  include  within  the  term 
“investment  discretion”  the  situation 
where  a  person  “otherwise  exercises 
such  influence  with  respect  to  the  pur¬ 
chase  and  sale  of  securities  or  other 
property”  as  the  Commission  deter¬ 
mines,  by  rule,  should  be  included 
within  the  meaning  of  the  term  for 
reasons  of  the  public  interest  or  the 
protection  of  investors.”  The  Commis- 


”  Emphasis  added. 

”  The  Senate  Industry  Study,  In  defining 
the  need  for  legislation  to  control  conflicts 
of  interest  in  money  management  and  bro¬ 
kerage,  stated: 

The  Test  of  "management”  for  purposes 
of  this  prohibition  would  focus  upon  the  de 
facto  authority  to  make  the  day-to-day  in¬ 
vestment  decisions  for  the  fund  without  ref¬ 
erence  [to]  where  the  ultimate  legal  re- 
sponsbility  lies  for  the  investment  of  the  in¬ 
stitution’s  assets.  This  practical  test  should 
reduce  the  danger  of  evasion  of  the  prohibi¬ 
tion  through  artifically  structured  arrange¬ 
ments. 

Senate  Industry  Study,  at  86.  See  also 
Regulation  of  Securities  Trading  by  Mem¬ 
bers  of  National  Securities  Exchanges  and 
the  Sale  of  Investment  Advisers  of  Regis¬ 
tered  Investment  Companies,  Report  of  the 
Senate  Comm,  on  Banking,  Housing  and 
Urban  Affairs  to  Accompany  S.470,  S.  Rep. 
No.  93-187,  93d  Cong.,  1st  Sess.  14  (1973). 


Sion  has  not  adopted  any  rules  under 
that  subsection. 

This  interpretation  of  “investment 
discretion”  conforms  with  Congres¬ 
sional  expressions  with  respect  to  the 
intent  of  section  11(a).  The  Oversight 
Report  recently  issued  by  the  House 
Subcommittee  on  Oversight  and  Inves¬ 
tigations  and  the  House  Subcommittee 
on  Consumer  Protection  and  Finance 
stated  that  a  member  organization 
would  be  exercising  “investment  dis¬ 
cretion”  over  “accounts  as  to  which 
the  member  is  vested  with  a  formal 
trading  authorization  or  in  fact  makes 
investment  decisions,”  but  indicated 
that  the  term  “investment  discretion” 
was  not  intended  to  cover  “the  most 
common  relationship,  in  which  a 
broker  merely  renders  advice  which 
may  be  accepted  or  rejected.””  The 
determination  as  to  whether  the  advis¬ 
er  or  the  account  makes  the  invest¬ 
ment  decisions  turns,  of  course,  on  the 
facts  of  each  relationship.  That  deter¬ 
mination  will  not  be  controlled  by  the 
mere  appearance  of  trade-by-trade  au¬ 
thorizations  which  conceal  the  fact 
that  decisions  actually  are  made  by 
the  adviser. 

III.  ’The  Effect  Versus  Execute  Rule 

(Temporary  Rule  Ila2-2(T))  for 

Transactions  for  All  Covered  Ac¬ 
counts 

The  Commission  has  determined  to 
adopt,  with  'certain  modifications  and 
as  a  temporary  rule,  the  effect  versus 
execute  rule.  Set  forth  below  is  a  dis¬ 
cussion  of  the  meaning  of  the  term 
“effect,”  a  description  of  the  rule  as 
adopted,  and  a  discussion  of  how  it  op¬ 
erates. 

A.  THE  SCOPE  OF  THE  TERM  “EFFECT” 

Section  11(a)  prohibits  members’ 
transactions  for  covered  accounts  “ef¬ 
fected”  on  an  exchange.  The  term 
“effect”  is  not  defined  in  the  section, 
and  thus  the  reach  of  the  prohibition 
is  not  clear  on  the  face  of  the  section. 
The  term  “effect”  might  be  interpret¬ 
ed  to  cover  only  transactions  executed 
directly  on  the  exchange  by  a  member, 
or  might  be  interpreted  also  to  include 
transactions  executed  indirectly  by 
the  use  of  the  services  of  another 
member.  In  the  January  1976  Release, 
the  Commission  adopted  the  latter, 
broader  construction  of  “effect.”  The 
Commission  adopted  this  statutory  in¬ 
terpretation  on  the  basis  of  the  mean- 


"Oversight  of  the  Functioning  and  Ad¬ 
ministration  of  the  Securities  Acts  Amend¬ 
ments  of  1975,  Report,  Together  with  Addi¬ 
tional  Views,  by  the  Subcomm.  on  Oversight 
and  Investigations  and  the  Subcomm.  on 
Consumer  Protection  and  Finance  of  the 
House  Comm,  on  Interstate  and  Foreign 
Commerce  (the  Oversight  Report),  Comm. 
Print  No.  95-27,  95th  Cong.,  1st  Sess.  9,  n.  26 
(1977). 


ing  of  the  term  “effect”  in  section  11 
(a)(2)(C)  of  the  Act,  ”  and  in  other  sec¬ 
tions  of  the  Act.” 

At  the  same  time,  however,  the  Com¬ 
mission  asked  commentators  specifi¬ 
cally  whether  it  would  be  appropriate 
to  adopt  an  exemptive  rule  for  trans¬ 
actions  which  a  member  effects  for  its 
covered  accounts  through  another 
member.  The  Commission  also  in¬ 
quired  whether  any  such  rule  should 
contain  prohibitions  against  reciprocal 
business  arrangements.  “ 

Commentators  criticized  the  Com¬ 
mission’s  interpretation  of  “effect.” 
They  argued  that  the  legislative  his¬ 
tory  of  section  11(a)  does  not  contain 
any  indication  that  members  should 
be  prohibited  from  referring  transac¬ 
tions  for  their  covered  accounts  to 
other,  unaffiliated  members  for  execu¬ 
tion.  Several  commentators  argued 
that  the  Commission’s  broad  interpre¬ 
tation  of  “effect,”  prohibiting  the  in¬ 
troduction  of  such  transactions,  would 
discriminate  needlessly  between  mem¬ 
bers’  proprietary  exchange  transac¬ 
tions  and  those  of  non-members  and 
would  unfairly  deprive  members  of  the 
ability  to  manage  institutional  ac¬ 
counts.  ” 

In  the  March  1977  Release,  the 
Commission  restated  its  earlier  inter¬ 
pretation  of  the  term  “effect”  as  used 
in  section  11(a).  ”  The  Commission  ob¬ 
served,  however,  that  section  11(a) 
could  be  viewed  as  “intended  in  large 
part  to  redress  a  perceived  competitive 
imbalance  favoring  member  firms 
which  would  use  advantages  of  time 
and  place  given  them  by  direct 
access.””  Accordingly,  the  Commission 
proposed  for  comment  the  effect 
versus  execute  rule. 

The  effect  versus  execute  rule  would 
provide  an  exemption  for  all  member 
transactions  for  covered  accounts  that 
are  referred  to  other  members  for  ex¬ 
ecution  and  are  executed  in  accord¬ 
ance  with  certain  conditions.  The  pro¬ 
posed  effect  versus  execute  rule  was 
designed  to  put  members  and  non- 


“15  U.S.C.  78k(a)(2)(C). 

“January  1976  Release,  at  text  accompa¬ 
nying  n.  19,  and  March  1977  Release,  at  n. 
154. 

“January  1976  Release,  Question  3. 

“Responses  of  the  Association  of  the  Bar 
of  the  City  of  New  York  (Apr.  15,  1976); 
Baer  &  McGoldrick  on  behalf  of  Weiss, 
Peck  &  Greer  (June  15,  1976);  Goldman, 
Sachs  Sc  Co.  and  Salomon  Brothers  (June 
22,  1976);  Merrill  Lynch,  Pierce,  Fenner  Sc 
Smith  Incorporated  (received  June  16, 
1976);  the  New  York  Stock  Exchange,  Inc. 
(June  25,  1976);  and  the  Securities  Industry 
Association  (May  13,  1976),  File  No.  S7-613. 

“March  1977  Release,  at  text  accompany¬ 
ing  nn.  149-155. 

“March  1977  Release,  at  text  accompany¬ 
ing  n.  154. 
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members  on  the  same  footing,  to  the 
extent  practicable,  in  light  of  the  pur¬ 
poses  of  section  11(a). 

Although  the  Commission  received 
extensive  comment  on  other  rules  pro¬ 
posed  under  section  11(a),  it  received 
only  limited  comment  on  the  effect 
versus  execute  rule.  Non-member  fi¬ 
nancial  intermediaries  commenting  on 
the  March  1977  Release  either  did  not 
have  any  serious  reservations  on  the 
rule  **  or  did  not  comment  at  all  on  it. 
Exchanges  and  their  members  general¬ 
ly  supported  the  effect  versus  execute 
rule  on  the  grounds  that  the  Commis¬ 
sion’s  interpretation  of  the  statutory 
term  “effect”  was  too  broad  and  that 
that  term  should  be  limited  to  the 
member’s  direct  execution  of  transac¬ 
tions  on  the  exchange.  Several  of 
those  commentators  supported  the 
effect  versus  execute  rule  as  a  means 
to  allow  regional  and  small  members 
to  continue  to  effect  transactions  on 
behalf  of  small  institutional  accounts 
over  which  they  exercise  investment 
discretion.**  Most  commentators  sup¬ 
porting  the  rule  conditioned  their  sup¬ 
port  on  the  deletion  of  the  access  plan 
requirement  contained  in  the  rule  as 
proposed. 

Several  months  after  the  Commis¬ 
sion  proposed  the  effect  versus  ex¬ 
ecute  rule,  the  House  Subcommittee 
on  Oversight  and  Investigations  and 
the  House  Subcommittee  on  Consumr 
er  Protection  and  Finance  issued  their 
joint  Oversight  Report  on  the  Com¬ 
mission’s  implementation  of  the  1975 
Amendments.  In  considering  how  sec- 


**Reqx>nse  of  Hill,  Christopher  and  Phil¬ 
lips.  P.C..  on  behalf  of  Loomis,  Sayles  A  Co., 
Inc.;  T.  Rowe  Price  Associates,  Inc.,  Scud- 
der,  Stevens  &  Clark;  Stein  Roe  &  Fam- 
ham;  and  Wellington  Management  Co.  (July 
8, 1977),  PQe  No.  S7-613. 

‘‘Responses  of  the  Association  of  the  Bar 
of  the  City  of  New  York  (June  29. 1977);  the 
Chicago  Board  Options  Exchange.  Inc. 
(Aug.  10,  1977);  H.  O.  Peet  dc  Co..  Inc.  (July 
12.  1977);  Merrill  Lynch,  Pierce,  Fenner  & 
Smith  Inc.  (July  13,  1977);  the  New  York 
Stock  Ebtchange,  Inc.  (received  July  25, 
1977);  Oppenheimer  &  Co..  Inc.  (July  14, 
1977);  Robert  W.  Baird  &  Co.  Inc.  (July  14, 
1977);  Scott  Sc  Stringfellow,  Inc.  (July  11, 
1977);  the  Securities  Industry  Association 
(July  15, 1977);  TBK  Partners,  Ltd.  (July  19, 
1977);  and  Wertheim  Sc  Co.,  Inc.  (May  11, 
1977),  PUe  No.  S7-613.  The  PhUadelphia 
Stock  Exchange,  Inc.  criticized  the  effect 
versus  execute  rule  on  the  ground  that  it 
would  promote  the  establishment  of  recip¬ 
rocal  arrangements  among  members.  Re¬ 
sponse  of  the  Philadelphia  Stock  Exchange, 
Inc.  (July  15, 1977),  vae  No.  S7-613.  See  also 
responses  of  the  American  Council  of  Life 
Insurance  (July  15.  1977),  and  Shufro,  Rose 
Sc  Ehrman  (Apr.  22.  1977),  File  No.  ^-613. 
The  Philadelphia  Stock  Exchange,  Inc.  also 
suggested  that  the  effect  versus  execute 
rule  would  be  an  unattractive  alternative 
for  a  member  not  desiring  to  pay  commis¬ 
sions  to  another  member  or  to  give  up  all 
control  over  the  execution  of  its  covered  ac¬ 
count  transactions  by  an  unaffiliated 
member. 


tion  11(a)  should  be  implemented  in 
light  of  the  Congressional  purposes, 
the  Oversight  Report  observed  that 
the  Commission’s  statutory  interpreta¬ 
tion  of  “effect”  “goes  too  far.”  The 
Report  stated  that  a  “primary  pur¬ 
pose”  of  section  11(a)  was  to  put  mem¬ 
bers  and  non-member  money  manag¬ 
ers  on  the  same  footing,  and  indicated 
that  exchange  members  should  be 
able  to  arrange  for  others  to  execute 
transactions  for  accoimts  under  man¬ 
agement,  because  non-members  are 
permitted  to  do  so.** 

B.  ADOPTION  OF  THE  EFFEXTT  VERSUS 
EXECUTE  RULE 

As  noted  above,  the  Commission  has 
determined  to  adopt,  with  certain 
modifications  and  as  a  temporary  rule, 
the  effect  versus  execute  rule.  'The 
Commission  has  added  to  the  rule  a 
definition  of  the  term  “effect”  that  in¬ 
cludes  all  functions  performed  in  caus¬ 
ing  a  securities  transaction  to  be  trans¬ 
mitted,  executed,  cleared  and  settled. 
’The  Commission  has  provided  that 
definition  in  order  to  eliminate  any 
uncertainty  as  to  the  functions  which 
are  comprehended  within  the  term 
“effect”  as  used  in  section  11(a)  and 
the  effect  versus  execute  rule.  At  the 
same  time,  the  conditions  and  limita¬ 
tions  included  in  the  effect  versus  ex¬ 
ecute  rule  are  designed  to  accord  with 
the  Congressional  purposes  behind 
section  11(a). 

Despite  the  breadth  of  the  statutory 
term  “effect,”  **  the  legislative  history 
of  section  11(a)  and  the  recent  Over¬ 
sight  Report  support  the  view  that 
section  11(a)  should  operate  to  put  ex¬ 
change  member  money  managers  on 
the  same  footing  with  non-member 
money  managers  for  purposes  of  their 
tranactions  for  covered  accounts.**  Ac¬ 
cordingly,  the  Commission  has  includ¬ 
ed  in  the  effect  versus  execute  rule  a 
requirement  that  transactions  for  cov¬ 
ert  accounts  effected  pursuant  to  the 
rule  be  transmitted  from  off  the  ex¬ 
change  floor.  In  addition,  the  initiat¬ 
ing  member  will  not  be  permitted  to 
participate  in  executing  the  transac¬ 
tion  in  any  way  that  makes  use  of  the 


"Oversight  Report,  at  10.  The  Oversight 
Report,  however,  also  discussed  a  member’s 
receipt  of  compensation  on  brokerage  trans¬ 
actions  for  managed  accounts.  See  text  ac¬ 
companying  n.  44  infra. 

"March  1977  Release,  at  n.  154. 

"The  legislative  history  of  Section  11(a) 
focuses  on  competitive  disparities  between 
members  and  non-members  in  managing 
money.  See  House  Report,  at  54-57;  Senate 
Report,  at  60-69.  The  Congress  indicated, 
nevertheless,  that  it  would  not  be  necessary 
to  force  a  complete  segregation  between 
brokers  and  money  managers  in  order  to  re¬ 
dress  those  disparities.  See  Senate  Industry 
Study,  at  86-87;  Securities  Industry  Study, 
Report  of  the  Subcomm.  on  Commerce  and 
Finance  of  the  House  Comm,  on  Interstate 
and  Foreign  Commerce,  H.R.  Rep.  No.  92- 
1519,  92d  Cong.,  2d  Sess.  149  (1972). 


initiating  member’s  right  of  physical 
presence  on  the  exchange  floor.  The 
effect  versus  execute  rule  would 
permit  the  initiating  member  to  per¬ 
form  clearance  and  settlement  for 
transactions  effected  pursuant  to  the 
rule  because  the  performance  of  those 
,  functions  does  not  depend  on  any 
trading  advantages  exclusively  avail¬ 
able  to  members.**  Members’  transac¬ 
tions  for  discretionary  accoimts  pursu¬ 
ant  to  the  exemption  afforded  by  the 
rule,  however,  would  be  subject  to  a 
prohibition  against  receipt  of  transac¬ 
tion-related  compensation,  discussed 
below,  absent  specific  consent  to  the 
contrary  by  the  person  or  persons  au¬ 
thorized  to  transact  business  for  such 
accounts.** 

C.  STRUCTTURE  OF  THE  EFFECT  VERSUS 
EXECniTE  RULE 

The  rule  permits  an  exchange 
member  to  effect  a  transaction  direct¬ 
ly  on  the  exchange  floor  if  the  trans¬ 
action  qualifies  for  exemption  under 
any  of  the  statutory  exemptions  set 
forth  ih  subsections  (A)  through  (H) 
of  section  ll(aKl)  and  any  Commis¬ 
sion  rules  adopted  thereunder.  In  ad¬ 
dition  to  these  other  exemptions,  the 
rule  also  permits  an  exchange  member 
(the  “initiating  member”)  to  effect 
transactions  for  a(xx>unts  covered  by 
section  11(a)  if  effected  in  compliance 
with  four  conditions; 

(i)  The  transaction  must  be  executed  on 
the  floor,  or  through  use  of  the  facilities,  of 
the  exchange  by  a  member  (the  “executing 
member”)  which  is  not  an  associated  person 
of  the  initiating  member, 

(ii)  The  order  must  be  transmitted  from 
off  the  exchange  floor, 

(ill)  Neither  the  initiating  member  nor 
any  associated  person  of  the  initiating 
member  may  participate  in  the  execution  of 
the  transaction  at  any  time  after  the  order 
for  the  transaction  has  been  so  transmitted; 
and 

(iv)  In  the  case  of  a  transaction  effected 
for  an  account  with  respect  to  which  the  ini¬ 
tiating  member  or  an  associated  person 
thereof  exercises  investment  discretion,  nei¬ 
ther  the  initiating  member  nor  any  associat¬ 
ed  person  thereof  may  retain  any  direct  or 
indirect  compensation  in  connection  with 
effecting  the  transaction;  provided,  howev¬ 
er.  that  this  condition  would  not  apply  to 
the  extent  that  the  person  or  persons  au¬ 
thorized  to  transact  business  for  the  ac¬ 
count  have  expressly  provided  otherwise  by 
written  contract  referring  to  Section  11(a) 
of  the  Act  and  the  rule,  executed  on  or  after 
March  15, 1978  by  each  of  them  and  by  such 
exchange  member  or  associated  person  exer¬ 
cising  investment  discretion,  and  such 
member  or  such  associated  person  makes 
disclosure  at  least  annually  of  the  total' 
amount  of  all  transaction-related  compensa¬ 
tion  retained  by  it  or  any  associated  person 
during  the  preceding  year  (or  such  shorter 
period  as  may  be  covered  by  the  disclosure), 
which  amount  shall  be  exclusive  of  all 
amounts  paid  to  others  during  that  period 


"See  text  accompanjring  n.  42  infra. 
"See  text  accompanying  nn.  42-52  infra. 
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for  services  rendered  in  effecting  such  trans¬ 
actions. 

The  effect  versus  execute  rule  is 
being  adopted  under  sections  3(b),” 
11(a)(1)(H).  and  11(a)(2)  of  the  Act. 
The  rule  uses  the  term  "effect”  in  the 
broad  sense  which  the  Commission  be¬ 
lieves  that  term  has  in  section  11(a) 
and  other  parts  of  the  Act.  The  modi¬ 
fications  between  the  rule  as  proposed 
and  the  rule  as  adopted  consist  of  (i) 
addition  of  a  definition  of  the  term 
"effect”  for  purposes  of  the  rule;  (ii) 
addition  of  the  compensation  limita¬ 
tion;  (iii)  deletion  of  an  access  plan  re¬ 
quirement;  ”  and  (iv)  certain  technical 
changes  to  clarify  the  rule’s  meaning. 

D.  OPERATION  OF  THE  EFFECT  VERSUS 
EXECUTE  RULE 

In  order  to  provide  guidance  as  to 
the  application  of  the  effect  versus  ex¬ 
ecute  rule,  various  aspects  of  the  rule 
are  discussed  below. 

1.  PARTICIPATION  BY  INITIATING  MEMBER 

The  rule  provides  that  neither  the 
initiating  member  nor  any  associated 
person  of  that  member  may  partici¬ 
pate  ’•  in  the  execution  of  the  transac¬ 
tion  an  any  time  after  the  order  has 
been  transmitted  to  the  exchange 
floor.  That  requirement  is  designed  to 
prevent  members  which  have  their 
own  brokers  on  the  floor  from  using 
those  associated  persons  to  influence 
or  guide  the  execution  of  the  order  by 
the  executing  member.*®  The  non-par¬ 
ticipation  requirement  does  not  pre¬ 
vent  initiating  members  from  cancel- 


”15  U.S.C.  78c(b). 

**A  basic  element  common  to  the  effect 
versus  execute  rule  and  the  other  rules  pro¬ 
posed  by  the  Commission  in  the  March  1977 
Release  was  a  r^uirement  that  transactions 
for  covered  accounts  effected  imder  those 
rules  could  be  effected  only  on  an  exchange 
which  filed  with,  and  had  approved  by,  the 
Commission  a  plan  (in  the  form  of  compre¬ 
hensive  exchange  rules).  The  plan  would  (i) 
set  forth  objective  criteria  with  respect  to 
membership  and  access  to  exchange  and 
member  services  on  and  off  the  floor,  in¬ 
cluding  specific  time  periods  for  action  on 
all  applications  for  membership  or  access  to 
services,  and  (ii)  delineate  precisely  the 
scope  of  exchange  jurisdiction  to  be  exer- 
cis^  over  persons  associated  with  members. 
That  proposal  does  not  appear  to  be  neces¬ 
sary  at  this  time  in  light  of  the  Commis¬ 
sion’s  broad  authority  under  the  Act  con¬ 
cerning  exchange  member  access  and  regu¬ 
lation.  Accordingly,  the  Commission  has  de¬ 
termined  to  withdraw  the  access  plan  pro¬ 
posal  and  has  deleted  it  from  the  effect 
versus  execute  rule  as  adopted. 

”Two  commentators  raised  questions  with 
respect  to  the  meaning  of  “participate”  as 
that  term  is  used  in  the  effect  versus  ex¬ 
ecute  rule.  Responses  of  Oppenheimer  & 
Co..  Inc.  (July  14,  1977)  and  the  Securities 
Industry  Association  (July  15,  1977),  File 
No.  S7-613. 

"The  executing  member  may  be  an  “up¬ 
stairs”  member  or  member  firm,  as  well  as 
an  exchange  specialist  or  other  floor 
member. 


ing  or  modifying  orders  (or  the 
instructions  pursuant  to  which  the  ini¬ 
tiating  member  wishes  orders  to  be  ex¬ 
ecuted)  after  the  orders  have  been 
transmitted  to  the  executing  member, 
provided  that  any  such  instructions 
are  also  transmitted  from  off  the 
floor.*' 

Several  commentators  on  the  March 
1977  Release  asserted  that  the  term 
"effect”  as  used  in  section  11(a)  should 
not  be  read  to  prevent  a  member  from 
clearing  and  settling  transactions  on 
behalf  of  covered  accoimts.  **  As  noted 
above,  the  rule  is  written  to  permit  the 
initiating  member  to  perform  those 
functions,  even  though  it  would  other¬ 
wise  be  precluded  from  doing  so  by 
Section  ll(a)’s  general  prohibition  ap¬ 
plicable  to  effecting  transactions  on  an 
exchange.  The  participation  limitation 
in  the  rule  terminates  upon  execution, 
and  thus  'does  not  prevent  members 
from  performing  the  clearance  and 
settlement  functions  for  covered  ac- 
coimt  transactions  effected  pursuant 
to  the  rule.** 

2.  DISCRETIONARY  ACCOUNT 
TRANSACTTIONS 

Transactions  for  the  managed  ac¬ 
counts  of  natural  persons  and  their  es¬ 
tates  and  trusts  continue  to  be 
exempted  under  the  rule  without  limi¬ 
tation.  The  conditions  under  which  a 
member  may  effect  a  transaction  pur¬ 
suant  to  the  effect  versus  execute  rule 
for  any  other  account  over  which  it  or 
an  associated  person  exercises  "invest¬ 
ment  discretion”  include  all  those 
which  apply  to  proprietary  and  associ¬ 
ated  person  transactions  effected  in 
compliance  with  the  rule.**  At  the 
same  time,  however,  the  Ovesight 
Report  indicated  that  it  would  be 
"clearly  unlawful”  under  section  11(a) 
for  an  exchange  member  to  retain  any 
compensation  from  its  discretionary 
accounts  for  arranging  to  have  other 
members  execute  transactions  for 
such  accounts.  Accordingly,  the  Com¬ 
mission  has  determined  to  include  in 
the  effect  versus  execute  rule  a  con- 


“The  off-floor  transmission  requirement 
will  be  deemed  to  have  been  met  if  a  cov¬ 
ered  account  order  is  transmitted  from  off 
the  floor  directly  to  the  specialist,  for  exam¬ 
ple,  by  means  of  an  electronic  order-routing 
system  such  as  the  NYSE  Designated  Order 
Turnaround  System. 

"Responses  of  the  New  York  Stock  Ex¬ 
change,  Inc.  (received  July  25,  1977);  Securi¬ 
ties  Settlement  Corporation  (Feb.  1,  1977); 
and  Merrill  Lynch,  Pierce,  Fenner  Sc  Smith 
Incorporated  (July  13,  1977),  File  No.  S7- 
613. 

**In  light  of  the  adoption  of  the  effect 
versus  execute  rule,  the  commission  has  de¬ 
termined  not  to  act  favorably  on  a  sugges¬ 
tion  by  the  NYSE  that  it  adopt  a  rule  per¬ 
mitting  members  to  execute,  clear  and  settle 
covered  account  transactions  and  receive 
compensation  therefor.  Other  NYSE  rule- 
making  suggestions  are  discussed  in  the  text 
accompanying  nn.  70-73  and  nn.  78-84  infra. 

"See  text  accompanying  nn.  35-37  supra. 


cept  proposed  In  the  March  1977  Re¬ 
lease  prohibiting  the  member  (or  its 
associated  person)  from  retaining** 
any  transaction-related  compensation 
in  connection  with  effecting  transac¬ 
tions  for  discretionary  institutional  ac¬ 
counts. 

The  Commission  has  added  a  para¬ 
graph  to  the  effect  versus  execute  rule 
defining  the  phrase  "compensation  in 
connection  with  effecting  the  transac¬ 
tion.”  *•  Although  members  will  be  per¬ 
mitted  under  the  effect  versus  execute 
rule  to  perform  various  functions 
which  are  included  within  the  rule’s 
definition  of  "effect”  (e.g.,  clearance 
and  settlement),  the  rule  will  not 
permit  members  to  retain  any  direct 
or  indirect  compensation  for  perform¬ 
ing  such  functions  (e.g.,  by  calculating 
the  management  fee  on  the  basis  of  a 
formula  accomplishing  such  a  result), 
except  in  accordance  with  the  consent 
and  disclosure  provisions. 

The  prohibition  on  a  member’s  re¬ 
ceipt  of  compensation  based  on  trans¬ 
actions  was  presented  as  a  possible 
regulatory  approach  under  section 
11(a)  in  the  March  1977  Release,  in 
the  context  of  the  single  fee  rule.  **  Al¬ 
though  the  Commission  has  deter¬ 
mined  to  withdraw  that  rule,**  the 
Commission  advised  commentators  in 
the  March  1977  Release  that  the  rules 
then  proposed  were  in  many  respects 
different  solutions  to  the  same  prob¬ 
lem  and  that,  in  adopting  a  regulatory 
program  under  section  11(a),  the  Com¬ 
mission  might  choose  some  of  the 
principles  set  forth  at  that  time  while 
discarding  others.**  The  inclusion  in 
the  effect  versus  execute  rule  of  the 
limitation  on  transaction-related  com¬ 
pensation  with  respect  to  discretion- 


**A  member  which  acts  merely  as  a  remit¬ 
ter  of  compensation  from  a  managed  ac- 
coimt  to  other  unaffiliated  members,  and 
other  persons  engaged  to  perform  those 
functions  involved  in  effecting  a  transac¬ 
tion,  would  not,  of  course,  “retain”  that 
comi>ensation.  The  prohibition  would  pre¬ 
vent  a  member  from  retaining  compensation 
through  commission  splitting  or  recapture 
of  any  transaction-related  compensation  by 
reciprocity  or  other  means.  For  example,  a 
member  would  not  be  permitted  to  retain 
any  compensation  by  arranging  to  have  an 
affiliate  receive  or  retain  such  compensa¬ 
tion.  See  Section  20  of  the  Act,  15  U.S.C. 
78t.  While  the  detection  and  prosecution  of 
reciprocal  practices  may  be  difficult  in 
many  cases,  the  Commission  intends  to  ex¬ 
ercise  its  enforcement  powers  to  prevent,  to 
the  extent  practicable,  the  development  of 
such  practices  under  the  effect  versus  ex¬ 
ecute  rule. 

*That  definition  includes  any  compensa¬ 
tion  “directly  or  indirectly  received  or  calcu¬ 
lated  on  a  transaction-related  basis  for  the 
performance  of  any  function  involved  in  ef¬ 
fecting  a  securities  transaction.” 

"March  1977  Release,  at  text  accompany¬ 
ing  nn.  134-148. 

"See  n.  50  infra,  and  text  following  n.  85 
infra. 

"March  1977  Release,  at  text  accompany¬ 
ing  n.  3. 
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ary  account  transactions  implements 
that  procedure.  “ 

There  are  likely  to  be  circumstances 
in  which  those  authorized  to  transact 
business  for  discretionary  accounts'* 
may  find  it  more  costly,  or  otherwise 
not  in  the  best  interests  of  the  ac¬ 
count.  to  pay  separately  for  money 
management  and  brokerage.  In  some 
cases,  the  payment  of  transaction-re¬ 
lated  fees  as  an  offset  to,  or  perhaps 
even  a  substitute  for,  management 
fees  computed  solely  on  an  asset-relat¬ 
ed  basis  may  better  suit  the  invest¬ 
ment  needs  of  those  accoimts.  Those 
accounts  are  in  the  best  position  to 
Judge  whether  the  arrangements  made 
with  their  accoimt  managers  are  suit¬ 
able  to  their  investment  needs  and 
whether  the  performance  of  those  ac¬ 
count  managers  measures  up  to  their 
needs  and  expectations.  For  that 
reason,  the  Commission  has  concluded 
that  it  would  not  be  inconsistent  with 
the  intent  of  the  Congress  in  section 
11(a)  to  permit  those  authorized  to 
transact  business  for  accoimts  man¬ 
aged  by  exchange  members  or  their  as¬ 
sociated  persons  to  provide  expressly 
in  their  written  contracts  with  their 
advisers  for  transaction-related  com- 


**The  Commission’s  decision  not  to  adopt 
the  single  fee  rule  responds  to  the  concern 
expressed  that  the  rule  might  be  considered 
to  perpetuate  certain  advantages  inherent 
in  exchange  membership,  and  thereby  raise 
for  non-member  fiduci^es  complex  ques¬ 
tions  which  Section  11(a)  would  otherwise 
ditninish  or  eliminate.  See  Tannenbaum  v. 
Z^ler,  552  F.  2d.  402  (2d  Cte.).  cert  denied, 
98  S.  CL  421  (1977);  Fogel  v.  Chettnutt,  533 
F.  2d  731  (2d  Cir.  1975),  cert  denied,  429 
U.a  824  (1976);  Moses  v.  Buryin,  445  F.  2d 
369  (Ist  Cir.),  cert  denied,  404  UJ3.  994 
(1971).  See  also  PapiUky  v.  Bemdt  [1976- 
1977  Transfer  Binder]  Fed.  Sec.  L.  Rep. 
(CCH)  195,627  (SXiJf.T.  June  24,  1976). 
Unlike  the  proposed  single  fee  rule,  the 
effect  versus  execute  rule  requires  that  a 
member  utilize  an  unaffiliated  broker  in  ef¬ 
fecting  transactions  for  managed  accounts. 
See  also  text  following  n.  85  infra.  « 

"The  phrase  “person  or  persons  autho¬ 
rized  to  transact  business  for  such  account,” 
as  used  in  the  effect  versus  execute  rule,  is 
used  also  in  Rule  17a-3(aK9)  under  the  Act, 
17  CFR  240.17a-3(aK9).  In  many  cases,  such 
persons  are  acting  on  behalf  of  others  who 
are  the  beneficial  owners  of  the  account.  As 
fiduciaries,  they  owe  the  highest  duty  of 
loyalty  to  those  beneficial  owners  and  have 
a  clear  legal  obligation  to  monitor  diligently 
the  activities  of  exchange  members  and 
others  in  exercising  their  discretionary 
powers.  Meinhard  v.  Salmon,  249  N.T.  458, 
464  (1928).  A  member  which  chums  a  man¬ 
aged  account  is  engaged  in  a  manipulative, 
deceptive  and  fraudulent  practice  within 
the  meaning  of  Sections  KKb)  and  15(cXl) 
of  the  AcL  15  U.S.C.  78J(b)  and  78o(cXl). 
and  Rules  lOb-5  and  15c  1-7  thereunder,  17 
CFR  240.10b-5  and  240.15cl-7.  A  fiduciary 
would  not  be  fulfilling  its  responsibilities  if 
it  failed  to  take  reasonable  steps  to  ensure 
that  persons  hired  to  exercise  investment 
discretion  over  its  account  do  not  chum  the 
account  or  otherwise  engage  in  improper  ac¬ 
tivities. 


pensation  pursuant  to  the  Commis¬ 
sion’s  rule. 

Each  such  authorized  person  would 
be  required  to  execute  the  agreement. 
The  agreement  would  have  to  refer  ex¬ 
plicitly  to  section  11(a)  of  the  Act  and 
the  effect  versus  execute  rule  and  pro¬ 
vide  express  authorization  for  the 
member  to  retain  compensation  in 
connection  with  effecting  transactions 
for  the  discretionary  account  and 
would  have  to  be  executed  on  or  after 
March  15,  1978.  In  addition,  a  member 
or  an  associated  person  executing  such 
an  agreement  will  be  obliged  to  fur¬ 
nish  the  person  or  persons  authorized 
to  transact  business  for  the  account 
with  a  periodic  statement  concerning 
the  receipt  of  transaction-related  com¬ 
pensation  from  the  account.  That 
statement  must  be  furnished  at  least 
once  a  year  and  must  set  forth  the 
total  amount  of  compensation  re¬ 
tained  by  the  member  or  any  associat¬ 
ed  person  in  connection  with  transac¬ 
tions  effected  for  the  account  during 
the  period  for  which  the  statement  is 
provided,  exclusive  of  amounts  paid  to 
others  for  services  rendered  in  effect¬ 
ing  the  transactions.  The  contractual 
and  disclosure  requirements  are  de¬ 
signed  to  assure  that  accounts  electing 
to  permit  transaction-related  compen¬ 
sation  do  so  only  after  deciding  that 
such  arrangements  are  suitable  to 
their  interests." 

The  Commission  will,  nevertheless, 
monitor  the  use  of  that  limited  per¬ 
mission.  Should  it  appear  that  ex¬ 
change  members  are  abusing  the  trust 
and  confidence  placed  in  them 
through  transaction-related  compensa¬ 
tion  arrangements,  the  Commission 
will  revoke  that  permission.  In  addi¬ 
tion.  the  Commission  will  consider 
carefully  all  comments  received  on  the 
rule  and  may  act  at  any  time  to  limit 
or  indeed  to  eliminate  the  provision 
for  contractual  modification. 

IV.  The  Look-Through  Rule  (Rule 

llal-2)  FOR  Transactions  for  Ac¬ 
counts  OF  Associated  Persons 

A.  purposes  of  the  look-through  rule 

Section  ll(aKl)  prohibits  members 
from  effecting  transactions  for  the  ac¬ 
counts  of  associated  persons.  That  pro¬ 
hibition  results  in  a  broader  limitation 
than  the  limitation  on  a  member’s 


"The  Commission’s  proposed  confirma¬ 
tion  rule  would  require  an  exchange 
member  managing  a  customer’s  account  to 
provide  a  confirmation  of  each  transaction 
to  that  accounL  The  confirmation  would 
have  to  include  specific  information  on  any 
compensation  received  by  that  exchange 
member  in  connection  with  the  transaction. 
See  proi>osed  Rule  lOb-KXa)  under  the  Act. 
That  information  would  provide  additional 
assistance  to  accounts  which  elect  to  com¬ 
pensate  their  exchange  members  on  a  trans¬ 
action-related  basis  in  policing  adequately 
the  performance  of  fiduciary  duty  by  that 
account  manager. 


transactions  for  its  own  account  and 
the  accounts  which  it  carries  for  unaf¬ 
filiated  customers.  Whereas  section 
IKaXl)  does  not  prevent  the  member 
from  effecting  transactions  for  its  un¬ 
affiliated  customers,  transactions  for 
the  unaffiliated  customers  of  the  asso¬ 
ciated  person  are  prohibited  if  the  as¬ 
sociated  person  introduces  those  trans¬ 
actions  to  the  member  through  an  om¬ 
nibus  account  which  the  member  car¬ 
ries  in  the  name  of  that  associated 
person.  In  addition,  even  though  a 
member  is  permitted  under  section 
IKaKlXE)  to  effect  transactions  for 
the  discretionary  accounts  of  its  natu¬ 
ral  person  customers,  the  structure  of 
section  11(a)(1)  causes  the  exemption 
for  transactions  for  discretionary  ac¬ 
counts  of  natural  persons  to  be  un¬ 
available  if  the  associated  person  is 
the  account  manager  and  introduces 
the  transactions  to  its  affiliated 
member  through  an  omnibus  account. 
Finally,  since  the  exemption  in  section 
11(a)(1)(G)  is  limited  to  proprietary 
transactions  by  a  member  (as  opposed 
to  proprietary  transactions  of  a  mem¬ 
ber’s  associated  person),  the  associated 
person  is  prohibited  from  having  its 
proprietary  transactions  effected  by 
its  affiliated  member  in  reliance  on 
subsection  (G)  even  where  the  associ¬ 
ated  person  independently  meets  the 
business  mix  test  in  section 
ll(a)(l)(G)(i). 

The  Conference  Report  on  the  1975 
Amendments  recommended  that  the 
Commission  give  careful  consideration 
to  granting  an  exemption  from  the 
blanket  prohibition  of  section  11(a)  to 
members’  trading  for  all  accounts  car¬ 
ried  in  the  name  of  an  associated 
person  but  in  which  no  associated 
person  has  an  economic  interest  and 
over  which  no  associated  person  exer¬ 
cises  investment  discretion." 


"The  Conference  Report  on  S.  249  stated: 

Section  11(a)  prohibits  an  exchange 
member  from  effecting  any  transaction  for 
the  account  of  an  associated  person.  Accord¬ 
ingly.  a  member  firm  would  be  prohibited 
from  effecting  any  transaction  for  the  ac¬ 
count  of  a  parent  or  sister  corporation,  re¬ 
gardless  of  the  economic  interests  of  the 
parent  or  sister  corporation  in  the  account. 
For  example,  a  parent  of  a  member  firm 
would  be  prohibited  from  maintaining  an 
omnibus  account  with  the  member  even 
though  it  effects  through  that  account  only 
trades  for  public  customers.  The  conferees 
believe,  however,  that  members’  trading  for 
accoimts  of  associated  persons  may  under 
proper  circumstances  be  consistent  with  the 
purposes  of  this  section  if  such  persons  have 
no  economic  interest  in  such  accounts.  The 
sex;  therefore  should  give  careful  consider¬ 
ation  to  granting  an  exemption  from  the 
blanket  prohibition  of  section  11(a)  to  mem¬ 
bers’  trsding  for  all  accounts  carried  in  the 
name  of  an  associated  person  but  in  which 
no  associated  person  has  an  economic  inter¬ 
est  and  over  which  no  associated  person  ex¬ 
ercises  investment  discretion. 

Securities  Acts  Amendments  of  1975,  Con¬ 
ference  Report  to  Accompany  S.  249,  H.R. 
Rep.  No.  94-229,  94th  Cong.,  1st  Sess.  105- 
106(1975). 
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In  January  1976.  the  Commission 
proposed  the  look- through  rule  (Rule 
llal-2)  **  pursuant  to  section 
11(a)(1)(H)  of  the  Act.  That  rule 
would  exempt  from  section  11(a)  a 
member’s  transactions  effected  (i)  for 
the  accovmt  of  an  associated  person 
and  for  the  benefit  of  the  associated 
person,  or  (ii)  for  the  account  of  the 
associated  person  but  for  the  benefit 
of  a  customer  of  the  associated  person, 
in  circumstances  where  the  member 
itself  would  be  permitted  under  sec¬ 
tion  11(a)  and  other  rules  thereunder 
to  effect  the  transaction  for  an  ac¬ 
count  of  the  same  character  held  di¬ 
rectly  by  the  member. 

Commentators  generally  endorsed 
the  look-through  rule.**  Exchanges 
and  exchange  members,  including  do¬ 
mestic  affiliates  of  foreign  financial 
intermediaries,  supported  the  rule  as 
an  important  means  to  permit  foreign 
access  to  the  United  States  securities 
markets.  The  Department  of  the  Trea¬ 
sury  also  endorsed  the  look-through 
rule,  stating  that  it  would  be  consis¬ 
tent  with  national  policy  regarding 
foreign  broker-dealer  access  to  the 
United  States  securities  markets.  The 
NYSE,  however,  advised  that  (i)  the 
statutory  exemptions  under  section 
11(a)(1)  should  not  be  available  to  a 
member’s  associated  person  unless 
that  associated  person  independently 
satisfies  the  criteria  of  those  exemp¬ 
tions,  and  (ii)  the  rule  should  not 
permit  a  member  to  effect  a  transac¬ 
tion  for  an  account  over  which  a 
person  associated  with  the  member  ex¬ 
ercises  investment  discretion." 

B.  ADOPTION  OF  THE  LOOK-THROUGH  RULE 

The  Commission  has  determined  to 
adopt  the  look-through  rule,  with  one 
modification.  A  transaction  for  an  ac¬ 
count  carried  in  the  associated  per¬ 
son’s  name  under  the  look-through 
rule  may  be  effected  only  if  the 
member  itself  could  have  effected  the 
transaction  under  section  11(a)(1)  and 
the  rules  thereunder  for  an  account 
which  it  carried  directly.  For  example, 
if  a  member  proposed  to  effect  a  trans¬ 
action  for  the  omnibus  account  of  the 
associated  person  but  for  the  benefit 
of  public  customers  of  that  person,  the 


**  January  1976  Release,  at  text  accompa¬ 
nying  nn.  28-34. 

**  Commentator  reactions  to  the  look- 
through  rule  are  summarized  in  greater 
detail  in  the  March  1977  Release,  Appendix 
A,  at  text  accompanying  nn.  31-36.  Three 
other  respondents  more  recently  voiced  (or 
reiterated)  support  for  the  look-through 
rule.  Responses  of  Lewco  Securities  Corp. 
(Dec.  20.  1977);  Merrill  Lynch.  Pierce, 
Fenher  A  Smith  Inc.  (July  13,  1977);  and 
Richardson  Securities  Inc.  (May  3,  1977), 
FUe  No.  S7-613. 

“Response  of  the  New  York  Stock  Ex¬ 
change,  Inc.  (Jime  25,  1976),  File  No.  S7- 
613. 


member  would  be  permitted  to  effect 
the  transaction  pursuant  to  the  look- 
through  rule  because  the  member 
would  be  able  imder  section  11(a)  to 
effect  transactions  for  the  accoimts  of 
its  own  public  customers.  If  a  member 
proposed  to  effect  a  transaction  for 
the  proprietary  account  or  a  discre¬ 
tionary  account  of  the  associated 
person,  however,  the  member  would 
not  be  permitted  to  effect  it  on  the  ex¬ 
change  unless  the  member  could 
effect  that  transaction  for  a  propri¬ 
etary  or  discretionary  account  which  it 
held  directly  pursuant  to  a  separate 
statutory  exemption  or  one  created  by 
Commission  rule. 

The  Commission  believes  that  the 
look-through  rule,  by  exempting  a 
member’s  tranactions  effected  for 
public  customers  of  an  associated 
person,  is  consistent  with  the  Congres¬ 
sional  purposes  set  forth  in  section 
11(a),  The  look-through  rule  also  per¬ 
mits  a  member  to  effect  any  transac¬ 
tion  for  the  proprietary  account  of  its 
associated  person  provided  that  the 
member  would  be  able  to  effect  that 
transaction  for  its  own  account  under 
section  11(a)(1)  and  the  rules  thereun¬ 
der.  The  Commission  believes  that  for 
the  purposes  of  section  11(a)  there 
should  be  no  difference  between  trans¬ 
actions  for  the  accoimt  of  a  member 
allowed  under  section  11(a)(1)  and 
transactions  for  the  account  of  a 
person  associated  with  that  member, 
provided  that  these  transactions  are 
effected  in  the  same  manner  and  are 
subject  to  the  same  conditions. 

The  look-through  rule  will  ensure 
that  the  availability  of  a  statutory  or 
rule  exemption  imder  section  11(a) 
will  not  turn  upon  whether  the  trans¬ 
action  is  for  the  account  of  a  member 
or  for  the  account  of  its  associated 
person.  Accordingly,  the  rule  will 
remove  incentives  that  might  other¬ 
wise  exist  for  members  and  their  asso¬ 
ciated  persons  to  restructure  their  cor¬ 
porate  organizations  solely  in  response 
to  section  11(a). 

In  order  to  achieve  this  result  fully, 
one  modification  to  the  look-through 
rule  is  necessary.  That  modification  is 
the  addition  of  a  requirement  that  an 
associated  person  satisfy  a  “business 
mix’’  test  for  proprietary  transactions 
effected  by  a  member  for  the  associat¬ 
ed  person’s  account  pursuant  to  the 
proprietary  trading  exemption  of  sec¬ 
tion  IKaKlKG).  That  “business  mix” 
test,  which  is  set  forth  in  section 
ll(a)(l)(G)(i)  and  rule  llal-KT),  will 
ensure  that  members  and  associated 
persons  will  be  similarly  treated  under 
that  exemption.  ” 


*Tn  connection  with  satisfying  the  “busi¬ 
ness  mix”  test  of  Section  ll(a)(lKOKi),  an 
associated  person  and  a  member  are  re¬ 
quired  to  be  treated  in  a  non-discriminatory 


Interested  persons  are  cautioned, 
however,  that  the  look-through  rule  is 
available  only  for  specific  kinds  of 
transactions  for  associated  persons, 
i.e.,  transactions  for  which  there  is  a 
specific  exemption  under  section 
11(a)(1)  or  the  rules  thereunder.  The 
look-through  rule  does  not  create  an 
exemption  for  other  types  of  transac¬ 
tions.  in  particular  transactions  for  in¬ 
stitutional  accounts  over  which  an  as¬ 
sociated  person  exercises  investment 
discretion  or  transactions  for  the  pro¬ 
prietary  account  of  an  associated 
•person  which  does  not  meet  the  “busi¬ 
ness  mix”  test  of  section  11(a)(1)(G)." 
Consequently,  members  desiring  to 
effect  transactions  of  this  nature  may 
do  so  only  in  accordance  with  the 
effect  versus  execute  rule  as  adopted 
or  some  other  exemption." 

V.  'The  Scope  of  Exemptions  for 
Members’  Proprietary  Transactions 

Section  11(a)  prohibits  an  exchange 
member  from  effecting  any  transac¬ 
tion  on  that  exchange  for  its  own  ac- 

manner.  The  Commission  expects  an  associ¬ 
ated  person  to  be  subjected  to  no  greater 
burden  than  a  member  currently  must  satis¬ 
fy. 

“Transactions  for  associated  persons’  ac¬ 
counts  which  qualify  for  exemption  under 
subsection  (A).  (B).  (C),  (D),  (E)  or  (F)  of 
section  ll(aMl)  continue,  of  course,  to  be 
entitled  to  those  exemptions.  See  discussion 
of  the  effect  versus  execute  rule  in  text  ac¬ 
companying  nn.  32-52  supra. 

“  In  the  March  1977  Release,  the  Commis¬ 
sion  suggested  that  adoption  of  the  look- 
through  rule  should  be  considered  in 
tandem  with  the  implementation  of  a  pro¬ 
posed  amendment  to  Rule  17a-3(aK9),  17 
CFR  240.17a-3(aK9).  which  would  in  part 
permit  the  monitoring  of  members’  and  as¬ 
sociated  persons'  compliance  with  section 
11(a).  March  1977  Release,  at  n.  83.  As  a 
practical  matter,  that  proposed  amendment 
would  require  all  institutions,  including  for¬ 
eign  intermediaries,  transacting  business 
through  United  States  broker-dealers  to  dis¬ 
close  to  the  Commission  upon  request  the 
identities  of  those  persons  on  whose  behalf 
those  institutions  are  acting.  Although  the 
amendment  to  Rule  17a-3(aK9)  was  origi¬ 
nally  designed  in  part  as  an  aid  in  monitor¬ 
ing  compliance  with  section  11(a),  its  poten¬ 
tial  as  a  general  enforcement  aid,  and  the 
important  questions  of  international  law 
and  policy  raised  by  its  application  to  for¬ 
eign  institutional  accounts,  led  the  Commis¬ 
sion  to  consider  it  as  a  separate  regulatory 
initiative.  See  Securities  Exchange  Act  Re¬ 
lease  No.  13149  (Jan.  10,  1977),  42  FR  3312 
(Jan.  18,  1977).  That  proposed  amendment 
has  attracted  a  broad  range  of  adverse  com¬ 
ment  and  presents  policy  questions  that 
extend  beyond  section  11(a),  particularly 
since  the  foreign  secrecy  law  and  other 
problems  it  addresses  are  present  regardless 
of  whether  foreign  Intermediaries  effect 
transactions  through  their  own  affiliates  or 
through  unaffiliated  exchange  members. 
The  Commission  has  determined  not  to 
make  a  decision  with  respect  to  the  adop¬ 
tion  or  withdrawal  of  that  proposed  amend¬ 
ment  in  the  context  of  the  section  11(a)  ru¬ 
lemaking  proceedings. 
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count.  “  There  are,  as  noted  earlier,  a 
number  of  statutory  exemptions  under 
section  IKaKD."  In  addition,  the 
Commission  adopted  the  proprietary 
trading  rule  (Rule  llal-KT))  in  the 
January  1976  Release  and  today  an¬ 
nounced  the  adoption  of  the  effect 
versus  execute  rule  (Rule  Ila2-2(T)). 
Both  rules  permit  a  member  to  effect 
proprietary  transactions  imder  specifi¬ 
cally  prescribed  conditions."  The  fol¬ 
lowing  discussion  reviews  several  mat¬ 
ters  of  importance  to  a  member’s  pro¬ 
prietary  transactions  under  section 
ll)a),  including  technical  amendments 
being  made  to  the  proprietary  trading 
rule  (Rule  llal-KT)),  and  the  applica¬ 
tion  of  section  11(a)  to  floor  trading 
activities  and  specialists’  investment 
account  transactions.  Also  discussed 
below  is  a  rulemaking  petition  filed 
the  NYSE. 

A.  THE  PROPRIETARY  TRADING  RULE  (RULE 
liai-l(T)) 

Under  section  11(a)(1)(G),  a  member 
may  effect  transactions  for  its  own  ac¬ 
count  if  (i)  the  member  satisfies  the 
“business  mix’’  test  contained  in  sec¬ 
tion  ll(aKlKG)  (i),  and  (ii)  the  trans¬ 
action  is  effected  in  accordance  with 
Commission  rules  which,  as  a  mini¬ 
mum.  assure  that  such  transactions 
are  not  inconsistent  with  the  mainte¬ 
nance  of  fair  and  orderly  markets  and 
yield  priority,  parity,  and  precedence 
to  orders  for  the  accounts  of  persons 
who  are  not  members  or  associated 
persons  of  members.  Rule  llal-KT) 
implements  the  proprietary  trading 
exemption  of  section  lKa)(l)(G). 
Comments  on  this  rule  were  reviewed 
in  the  March  1977  Release." 

The  Commission  has  adopted  several 
technical  amendments  to  Rule  llal- 
KT).  Paragraph  (a)  of  the  rule  is 
amended  to  clarify  the  fact  that  a 
member’s  compliance  with  the  terms 
of  Rule  llal-KT)  would  be  deemed 
also  to  be  in  compliance  with  section 
IKaKlKGKii).  Paragraph  (c)  of  the 
rule  is  amended  to  provide  greater 
specificity  with  respect  to  the  point  at 
which  a  member  must  announce  or 
otherwise  indicate  to  the  specialist  and 
to  other  members  then  present  for 
trading  that  he  is  presenting  an  order 
for  the  account  of  a  member.  In  addi¬ 
tion,  paragraph  (d)  is  amended  to  pro- 


**The  term  “member”  of  an  exchange  Is 
defined  under  section  3(aX3MA)  of  the  Act, 
15  U.S.C.  78c(aK3KA),  and  includes  any  nat¬ 
ural  person  permitted  to  effect  transactions 
on  the  floor  of  the  exchange  without  the 
services  of  another  person  acting  as  broker 
and  any  registered  broker  or  dealer  with 
which  such  a  natural  person  is  associated. 

*'See  text  accompaniring  nn.  4-7  supra. 

"See  text  accompanjring  nn.  32-52  supra. 

"March  1977  Release.  apF>endix  A.  at  text 
accompanying  nn.  17-30.  See  also  response 
of  the  New  York  Stock  Exchange,  Inc.  (re¬ 
ceived  July  25.  1977).  Pile  No.  S7-613. 


vide  greater  specificity  with  respect  to 
the  point  at  which  the  yielding  re¬ 
quirement  of  that  paragraph  attaches. 
The  remaining  amendments  provide 
clarification  or  are  grammatical. 

The  Commission  has  not  adopted 
Rule  llal-KT)  in  a  permanent  form 
for  several  reasons.  First,  the  general 
prohibition  of  section  IKaKl)  will  not 
be  fully  effective  until  May  1,  1978. 
Consequently,  neither  the  Commission 
nor  the  exchanges  have  had  any  op¬ 
portunity  to  test  the  operation  of  Rule 
llal-KT)  in  any  active  trading  envi¬ 
ronment  in  which  section  IKa)  is  fully 
effective.  Second,  while  it  is  imclear  at 
this  time  whether  the  order  identifica¬ 
tion  process  and  yielding  requirements 
are  practicable,  that  doubt  may  not  be 
resolved  until  after  May  1,  1978."  The 
Commission  plans  to  continue  its 
review  of  Rule  llal-KT)  and  to  con¬ 
sider  this  question  at  a  later  date." 

B.  FLOOR  TRADING  ACTIVITIES 

The  term  “floor  trading’’  describes 
proprietary  trading  (other  than 
market  making  activities)  conducted 
by  exchange  members  on  the  equity 
floors  of  national  securities  exchanges. 
Floor  trading  transactions  are  thus 
distinguished  from  other  members’ 
proprietary  transactions  initiated  from 
off  the  floor.  Rule  llal-l,“  adopted 
under  the  version  of  section  IKa) 
which,  was  in  effect  before  adoption  of 
the  1975  Amendments  and  which  au¬ 
thorized  the  Commission  to  regulate 
or  prevent  floor  trading  by  exchange 
members,  currently  permits  floor  trad¬ 
ers  grandfathered  under  section 
lKa)(3)  to  effect  transactions  on  the 
exchange  floor  for  their  own  accounts 
xmder  certain  conditions. 

Effective  May  1,  1978,  section 

lKa)(l)  will  make  it  unlawful,  subject 
to  exemptions  under  that  provision 
and  rules  adopted  thereunder,  for  a 
member  to  effect  a  transaction  for  its 


"There  would  seem  to  be  no  reason,  how¬ 
ever,  to  question  the  practicality  of  the  rule 
in  contexts  other  than  active  trading  situa¬ 
tions  involving  multiple  parties. 

"Certain  commentators  on  the  January 
1976  Release  raised  questions  concerning 
the  “business  mix”  test  of  section 
ll(aKlMOMi).  In  particular,  it  was  contend¬ 
ed  that  market  making  revenues  and  invest¬ 
ment  advisory  fees  should  be  included 
within  the  types  of  revenue  satisfying  that 
test.  The  types  of  activities  specified  in  sub¬ 
section  (OKi)  refer  essentially  to  the  distri¬ 
bution  of  securities,  the  purchase  or  sale  of 
securities  on  an  agency  or  principal  basis  in 
transactions  with  customers,  and  “related 
activities.”  While  market  making  activities 
involving  the  purchase  or  sale  of  securities 
to  or  from  customers  are  "related”  to  those 
functions,  fees  for  money  management  and 
other  advisory  functions  do  not  appear  to 
the  Commission  to  be  so  related  and  the 
income  derived  from  these  activities  may 
not  be  included  among  revenues  satisfying 
that  test. 

“17  CPR  240.1  la-1. 


own  account  on  an  exchange  to  which 
it  belongs.  The  two  statutory  exemp¬ 
tions  to  the  general  prohibition  of  sec¬ 
tion  lKa)(l)  that  might  be  thought  to 
apply  to  most  floor  trading  transac¬ 
tions  are  subsection  (E)  for  “natural 
persons.”  and  subsection  (G)  for  pro¬ 
prietary  trading  by  exchange  mem¬ 
bers.  " 

The  Commission  thoroughly  consid¬ 
ered  the  availability  of  those  two  ex¬ 
emptions  in  the  January  1976  Release 
and  in  the  March  1977  Release"  and 
continues  to  believe  for  the  reasons 
then  stated  that  the  natural  person 
exemption  under  subsection  (E)  was 
intended  to  apply  only  to  transactions 
for  a  member’s  associated  natural  per¬ 
sons  and  transactions  for  the  discre¬ 
tionary  accounts  of  natural  persons. 
Transactions  for  the  account  of  a  nat¬ 
ural  person  member  are  not  exempted 
under  subsection  (E).  Moreover,  the 
proprietary  trading  exemption  under 
subsection  (G)  is  conditioned  by  a  pro¬ 
viso  that  requires  members  using  the 
exemption  to  be  primarily  engaged  in 
the  business  of  underwriting  and  dis¬ 
tributing  securities  issued  by  other 
persons,  selling  securities  to  customers 
and  acting  as  broker,  or  any  one  or 
more  of  such  activities,  and  whose 
gross  income  normally  is  derived  prin¬ 
cipally  from  such  business  and  related 
activities.  Most  floor  traders  do  not 
engage  to  any  significant  extent  in 
other  lines  of  business,  such  as  those 
enumerated  in  that  proviso,  and  are 
therefore  unable  to  rely  upon  subsec¬ 
tion  (G).  Accordingly,  in  the  absence 
of  an  exemptive  rule  under  section 
lKa)(l)(H),  most  floor  traders  will  be 
prohibited  from  effecting  transactions 
for  their  own  accounts. 

Nevertheless,  floor  traders  who  do 
not  qualify  for  the  subsection  (G)  ex¬ 
emption  are  not  necessarily  forced  to 
leave  exchange  floors  after  May  1, 
1978.  Although  required  to  cease  tradi¬ 
tional  floor  trading,  they  may  engage 
in  other  floor  activities  permitted 
under  section  IKa).  For  example,  sec¬ 
tion  IKa)  would  not  impede  floor  trad¬ 
ers  from  becoming  competing  special¬ 
ists  on  the  stock  exchanges,  or  from 
otherwise  assuming  market  making 
obligations  pursuant  to  rules  which 
exchanges  may  wish  to  formulate  in 
the  future,  in  order  to  qualify  for  the 
market  making  exemption  under  sec- 


"Since  floor  traders  do  not  have  market 
making  responsibilities,  act  as  block  posi¬ 
tioners,  quote  two-sided  markets,  or  make 
other  mandatory  contributions  to  market  li¬ 
quidity,  the  exemption  under  section 
IKaXlKA)  for  market  making  transactions 
does  not  apply  to  their  activities.  The  sec¬ 
tion  11(a)  exemptions  for  stabilizing,  arbi¬ 
trage  and  hedge  transactions  are  unlikely  to 
apply  to  floor  trading  transactions. 

"January  1976  Release,  at  text  accompa¬ 
nying  nn.  26-27  and  n.  27;  March  1977  Re¬ 
lease,  at  text  accompanying  nn.  86-123. 
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tion  11(a)(1)(A).  On  the  options  ex¬ 
changes,  floor  members  trade  for  their 
account  as  market  makers  and  qualify 
for  the  market  making  exemption 
under  section  11(a)(1)(A)  when  acting 
in  that  capacity. " 

On  December  23,  1977,  the  NYSE 
urged  the  Commission  to  adopt  ex- 
emptive  rules  for  several  specific  kinds 
of  member  proprietary  trading,  includ¬ 
ing  floor  trading.”  The  other  sugges¬ 
tions  are  reviewed  below.  In  particular, 
the  NYSE  suggested  that  a  rule  be 
adopted  to  exempt  transactions  ex¬ 
ecuted  on  the  floor,  or  through  the  fa¬ 
cilities,  of  an  exchange  by  a  competi¬ 
tive  trader  registered  as  such  with  an 
exchange  pursuant  to  a  rule  equiv¬ 
alent  to  NYSE  Rule  111.” 

The  Commission  has  carefully  con¬ 
sidered  the  NYSE’s  proposals,  but 
does  not  believe  it  would  now  be  ap¬ 
propriate  to  adopt  an  exemption  for 
floor  trading  which  the  Congress  pre¬ 
viously  declined  to  adopt,”  Moreover, 


•^hose  floor  members  include  market 
makers,  specialists,  and  registered  options 
traders.  They  are  generally  subject  to  both 
affirmative  and  negative  obligations  while 
engaged  in  executing  principal  transactions 
on  the  floors  of  the  options  exchanges  with 
respect  to  any  class  of  option  contract.  See 
Rules  170  (b)  and  (d)  and  958  (b)  and  (c), 
American  Stock  Elxchange  Guide  (CCH) 
19310,  19758;  Rule  8.7,  Chicago  Board  Op¬ 
tions  Exchange  Guide  (CCH)  12277;  Rule  6 
of  Article  XLVII,  Midwest  Stock  Exchange 
Guide  (CCH)  12096;  Section  79  of  Rule  VI, 
Pacific  Stock  Exchange  Guide  (CCH)  14278; 
Rule  1014  (a)  and  (c).  Philadelphia  Stock 
Exchange  Guide  (CCH)  1  3014. 

Rule  llb-1  imder  the  Act.  17  CFR 
240.1  lb-1,  regiilates  the  conduct  of  special¬ 
ists  and  essentially  requires  a  member  regis¬ 
tered  as  a  specialist  with  an  exchange  to  be 
subject  to  both  affirmative  and  negative  ob¬ 
ligations  in  connection  with  his  dealer  func¬ 
tion.  To  the  extent  options  floor  members 
have  assumed  those  obligations  when  trad¬ 
ing  in  a  class  of  options,  their  trading  may 
be  viewed  as  specialist  trading  and  would 
satisfy  the  first  part  of  the  definition  of 
market  maker  under  section  3(aK38),  15 
U.S.C.  78c(a)(38),  which  includes  “any  spe¬ 
cialist  permitted  to  act  as  a  dealer."  There¬ 
fore,  such  trading  would  qualify  for  the 
market  making  exemption  under  section 
11(a)(1)(A). 

Market  makers  on  the  Pacific  Stock  Ex¬ 
change,  Inc.  and  registered  options  traders 
on  the  Philadelphia  Stock  Exchange,  Inc., 
however,  are  not  subject  to  any  affirmative 
obligation  imposed  by  rule,  in  connection 
with  trading  outside  of  their  assigned 
classes  of  option  contracts.  Section  79  of 
Rule  VI,  Pacific  Stock  Exchange  Guide 
(CCH)  14278;  Rule  1014  (d)  and  (i),  Philadel¬ 
phia  Stock  Exchange  Guide  (CCH)  13014. 
Those  activities,  therefore,  do  not  qualify 
for  the  market  making  exemption  in  section 
IKaKlKA). 

’“Letter  from  James  E.  Buck  to  Andrew 
M.  Klein  (Dec.  23.  1977),  Pile  No.  S7-613. 

’’See,  e.g..  New  York  Stock  Exchange 
Guide  (CCH)  1  2111. 

’’Former  Rule  19b-2  contained  an  exemp¬ 
tion  for  registered  floor  traders.  See  Rule 
19b-2(a)(6).  17  CFR  240.19b-2(a)(6)  (1973). 
See  also  March  1977  Release,  at  text  accom¬ 
panying  nn.  89-111. 


the  proprietary  trading  exemption 
under  section  11(a)(1)(G)  contains  a 
specific  yielding  requirement  as  a  limi¬ 
tation.  It  would  not  appear  consistent 
with  the  purposes  of  section  11(a)(1). 
particularly  in  connection  with  the 
concerns  expressed  over  the  special 
trading  advantages  enjoyed  by  mem¬ 
bers  located  on  exchange  floors,”  to 
adopt  a  specific  exemption  for  floor 
trading  without  a  comparable  yielding 
requirement.  In  addition,  it  may  not 
be  appropriate  to  accord  more  privi¬ 
leged  status  to  floor  trading  transac¬ 
tions  than  that  accorded  to  other 
members’  proprietary  transactions 
under  section  11(a)(1)(G),  particularly 
in  view  of  the  “business  mix”  test  in 
section  ll(a)(l)(G)(i).  Accordingly,  the 
Commission  does  not  believe  that  it 
should  act  favorably  on  the  NYSE’s 
suggestion  at  this  time.  Nevertheless, 
the  NYSE’s  letter  is  annexed  in  full 
text  to  this  Release,  and  the  Commis¬ 
sion  encourages  commentators  who 
see  some  merit  to  the  NYSE’s  propos¬ 
als  to  submit  detailed  comments  re¬ 
sponding  to  the  Commission’s  con¬ 
cerns.  The  Commission  will  carefully 
consider  all  such  comments. 

C.  SPECIALISTS’  INVESTMENT  ACCOUNT 
TRANSACTIONS 

In  the  January  1976  Release,  the 
Commission  suggested  that  specialists’ 
transactions  for  their  investment  ac¬ 
counts  would  not  qualify  for  any  ex¬ 
emption  under  section  11(a)(1),  other 
than  perhaps  section  11(a)(1)(G).  and 
asked  on  what  basis  such  an  exemp¬ 
tion,  if  any,  should  be  framed.”  Com¬ 
mentators  on  that  question  unani¬ 
mously  favored  an  exemption  which 
would  permit  investment  transactions 
by  any  specialist.  The  NYSE,  for  ex¬ 
ample.  stated  that  specialists’  invest¬ 
ment  account  transactions  are  subject 
to  rules  governing  trading  in  specialty 
securities  and  should  qualify  for  an 
absolute  exemption  regardless  of  the 
“business  mix”  test  under  section 
ll(a)(lKG)(i).  It  argued  that  “invest¬ 
ment”  accounts  essentially  are  a 
matter  of  bookkeeping  to  establish 
capital  gains  tax  treatment  and  there¬ 
by  to  assist  the  specialist  in  accumu¬ 
lating  inventory  in  its  specialty 
stocks.”  The  Philadelphia  Stock  Ex¬ 
change,  Inc.  and  one  other  commenta¬ 
tor  agree  for  similar  reasons.’* 

While  section  11(a)(1)  does  not  pro¬ 
vide  a  specific  exemption  for  trading 
by  specialists  for  investment  accounts, 
the  exemption  under  section 
11(a)(1)(A)  covers  transactions  by  a 
dealer  acting  in  the  capacity  of  market 
maker.  Since  the  term  “market 


’’House  Report,  at  54-55. 

’’January  1976  Release,  Question  3. 

’“Response  of  the  New  York  Stock  Ex¬ 
change,  Inc.  (June  25.  1976),  File  No.  S7- 
613. 

’“Responses  of  the  Philadelphia  Stock  Ex¬ 
change,  Inc.  (May  4.  1976)  and  Ferris  &  Co., 
Inc.  (July  13.  1976),  File  No.  S7-613. 


maker”  is  defined  under  section 
3(a)(38)  to  include  any  specialist  per¬ 
mitted  to  act  as  a  dealer,  a  specialist 
may  be  entitled  to  rely  upon  the 
market  making  exemption  to  the 
extent  he  effects  any  transaction 
within  the  performance  of  his  obliga¬ 
tions  to  the  market.”  The  market 
maker  exemption  would  not,  however, 
be  available  for  transactions  by  spe¬ 
cialists  which  represent  investment  or 
trading  decisions  outside  the  ambit  of 
their  market  making  functions. 

D.  NYSE  RULEMAKING  PETITION 

As  noted  earlier,  the  NYSE  urged 
the  Commission  to  adopt  two  exemp- 
tive  rules.  The  first  exemption  would 
permit  a  member  to  effect  transac¬ 
tions  on  behalf  of  its  covered  accounts 
through  transmission  of  orders  for 
such  accounts  from  off  the  trading 
floor  of  the  exchange  to  an  unaffiliat¬ 
ed  member.  The  Commission  believes 
its  effect  versus  execute  rule  adequate¬ 
ly  addresses  that  matter.  ’*  The 
NYSE’s  second  exemption  would 
permit  members  to  conduct  floor  trad¬ 
ing  activities  under  certain  conditions 
and  to  effect  proprietary  transactions 
in  listed  bonds,  as  part  of  special  offer¬ 
ings  and  bids  and  exchange  distribu¬ 
tions  and  acquisitions  under  NYSE 
Rules  391  and  392,’*  and  in  the  course 
of  liquidating  positions  established  at 
the  request  of  a  duly  authorized  offi¬ 
cial.  The  NYSE  suggestion  for  a  floor 
trading  exemption  was  considered 
above.  The  Commission’s  determina¬ 
tions  with  respect  to  the  NYSE’s  other 
suggestions  are  set  forth  below.  As 
noted  above,  however,  the  Commission 
invites  comments  on  all  of  the  NYSE’s 
proposals,  and  will  carefully  evaluate 
those  comments. 

1.  PRINCIPAL  BOND  TRANSACTIONS 

The  NYSE  suggested  an  exemption 
for  members’  proprietary  transactions 
in  listed  bonds  which  are  effected  to 
facilitate  an  order  of  a  public  custom¬ 
er.  *®  NYSE  members  are  required  to 
effect  only  odd-lot  listed  bond  business 
on  the  NYSE  *'  and,  as  a  result,  are  not 
prevented  from  conducting  a  listed 
bond  business  in  the  over-the-counter 
market.  Section  11(a)(1)(B)  provides 
an  exemption  covering  any  transaction 
for  the  account  of  an  odd-lot  dealer  in 
a  security  in  which  he  is  so  registered. 
The  NYSE,  may,  accordingly,  wish  to 
formulate  rules  for  a  new  class  of  odd- 


”See.  e.g..  Section  11(b)  of  the  Act  and 
Rule  llb-1  thereimder. 

’“See  n.  43  supra. 

’“New  York  Stock  Exchange  Guide  (CCH) 
12391,  2392. 

““Other  commentators  made  similar  sug¬ 
gestions.  Responses  of  Asiel  &  Co.  (June  3p, 
1977  and  June  14,  1976)  and  Mabon  Nugent 
&  Co.  (May  10,  1977  and  April  19,  1976),  File 
No.  S7-613. 

"NYSE  Rule  396,  New  York  Stock  Ex¬ 
change  Guide  (CCH)  12396. 
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lot  bond  dealers  satisfying  this  exemp¬ 
tion.  Such  rules  would  require  Com¬ 
mission  approval  under  section  19(b) 
of  the  Act  and  should  ensure  that  a 
registered  odd-lot  dealer  in  listed 
bonds  is  acting  solely  in  the  capacity 
of  an  odd-lot  dealer. 

The  specific  exemption  requested  by 
the  NYSE  raises  several  significant 
problems.  Although  its  objective 
would  be  to  facilitate  public  custom¬ 
ers’  orders,  the  NYSE  rule  suggestion 
does  not  (x>ntemplate  a  requirement 
that  the  transaction  exempted  be  nec¬ 
essary  in  order  to  fill  such  orders  or 
even  that  the  member  possess  such  an 
order  before  effecting  a  proprietary 
transaction.  In  view  of  these  problems 
and  the  absence  of  a  demonstrated 
basis  on  which  to  adopt  a  rule  such  as 
that  suggested  by  the  NYSE,  the  Com¬ 
mission  does  not  believe  that  it  should 
act  favorably  on  that  suggestion  at 
this  time. 


2.  SPECIAL  DISTRIBUTIONS  AND 
ACQUISITIONS 

The  NYSE  suggested  the  adoption 
of  an  exemption  for  exchange  member 
distribution  and  acquisition  activities 
effected  imder  NYSE  Rules  391  and 
392.  Those  rules  allow  members  to 
assist  customers  in  the  acquisition  or 
disposition  of  large  blocks  of  securities 
by  taking  positions  in  these  securities, 
or  to  engage  other  members  in  the  ef¬ 
fecting  of  special  exchange  distribu¬ 
tions  or  acquisitions.  ** 

The  NYSE  indicated  that  members’ 
activities  under  NYSE  Rules  391  and 
392  have  an  “acknowledged  benefit  to 
the  execution  of  customer  orders.’’ 
’The  NYSE  did  not  provide  any  expla¬ 
nation  of  those  benefits.  Moreover, 
the  NYSE  suggestion  did  not  address 
possible  alternative  courses  of  action 
available  to  members  under  section 
ll(aKl).  Accordingly,  the  Commission 
does  not  believe  that  a  sufficient  basis 
imder  section  11(a)  has  been  estab¬ 
lished  upon  which  to  act  favorably  on 
that  suggestion  and  has  not  deter¬ 
mined  to  do  so  at  this  time. 


3.  PROPRIETARY  TRANSACTIONS  EFFECTED 
AT  A  FLOOR  OFFICIAL’S  REQUEST 

The  NYSE  suggested  the  adoption 
of  a  rule  exempting  floor  members’ 
proprietary  transactions  effected  at 
the  request  of  an  exchange  official  to 
correct  order  imbalances  and  the  liqui¬ 
dation  of  any  position  so  acquired. 
The  NYSE  pointed  out  that  these  ac¬ 
tivities  currently  are  permissible  under 
Rule  lla-1.  The  NYSE,  however,  did 
not  provide  any  justification  to  sup- 


"Response  of  the  New  York  Stock  Ex- 
change,  Inc.  (received  July  25,  1977),  File 
No.  S7-613. 


port  such  an  exemption.  Moreover, 
the  Congress  decline<i  to  adopt  a  simi¬ 
lar  exemption  that  was  contained  in 
former  Rule  19b-2."  In  addition,  the 
NYSE  did  not  submit  any  information 
with  respect  to  benefits  to  the  ex¬ 
change  market  that  would  be  pro¬ 
duced  by  such  transactions.  The 
NYSE  rules  provide  for  the  appoint¬ 
ment  of  temporary  specialists  to  assist 
regular  and  relief  specialists  in  cor¬ 
recting  order  imbalances.**  To  the 
extent  transactions  by  such  temporary 
specialists  are  effected  in  compliance 
with  the  affirmative  and  negative  obli¬ 
gations  of  specialists,  they  qualify  for 
exemption  under  section  11(a)(1)(A). 
The  NYSE  did  not  demonstrate  any 
need  for  an  additional  exemption  for 
transactions  effected  by  other  mem¬ 
bers  at  the  request  of  a  floor  official. 
Accordingly,  the  Commission  has  not 
determined  to  act  favorably  on  that 
suggestion  at  this  time. 


VI.  Withdrawal  of  Other  Rule 
Proposals 

A.  THE  PROPOSED  PRIORITY  RULE  (RULE 

Iia2-l) 

The  priority  rule  was  proposed  in 
the  March  1977  Release.  It  was  intend¬ 
ed  to  address,  in  a  fashion  that  elimi¬ 
nated  special  treatment  for  different 
classes  of  proprietary  transactions,  the 
concerns  expressed  by  the  Congress 
that  exchange  members  not  be  permit¬ 
ted  time  and  place  advantages  over 
the  public  in  their  dealings  on  ex¬ 
changes.  To  accomplish  this,  the  prior¬ 
ity  rule  would  permit  all  exchange 
members  (including  floor  traders)  to 
effect  proprietary  transactions  regard¬ 
less  of  whether  they  could  meet  the 
“business  mix’’  test  contained  in  the 
proprietary  trading  exemption  in  sec¬ 
tion  ll(aKl)(G)(i).  The  priority  rule 
would  require  all  members’  propri¬ 
etary  trading  (other  than  odd-lot  deal¬ 
ers’  transactions)  to  yield  priority  to 
non-members’  orders,  notwithstanding 
whether  a  statutory  exemption  under 
section  11(a)  would  otherwise  be  avail¬ 
able.  The  priority  rule  was  proposed 
pursuant  to  the  Commission’s  power 
to  exempt  transactions  under  section 
11(a)(1)(H)  and  its  power  to  regulate 
dealer  transactions  under  sections 
11(a)(2).  11(b)  and  15(0(5). 

Commentators  strongly  opposed  the 
priority  rule.  They  argued  that  there 
is  not  sufficient  justification  for  re¬ 
stricting  the  statutory  exemptions 
under  section  11(a)(1)  and  that  non¬ 
member  proprietary  transactions 


“Rule  19b-2(aK7),  17  CTR  240.19b-2(a)(7) 
(1973). 

“NYSE  Rule  104.17,  New  York  Stock  Ex¬ 
change  Guide  (CCH)  12104.17. 


would  not  be  governed  by  the  priority 
rule  and  therefor  would  enjoy  a  com¬ 
petitive  advantage  over  similar 
member  orders.  They  also  argued  that 
a  member’s  associated  person  would 
not  be  impeded  from  using  available 
exemptions  under  section  11(a)(1)  and. 
as  a  result,  a  member  would  simply 
avoid  the  priority  rule  by  shifting  pro¬ 
prietary  transactions  into  the  account 
of  its  associated  person.  Others  had 
doubts  about  the  mechanical  feasibil¬ 
ity  of  the  priority  rule.  Finally,  com¬ 
mentators  argued  that  the  Commis¬ 
sion  lacks  the  authority  to  limit  the 
availability  of  the  market-making  ex¬ 
emption  under  section  11(a)(1)(A)  and 
the  authority  to  exempt  proprietary 
transactions  by  members  not  meeting 
the  “business  mix’’  test  under  section 
ll(a)(lKGKi). 

The  Commission  believes  that  it  has 
the  authority  to  adopt  the  priority 
rule.  Nevertheless,  the  Commission 
has  determined  to  withdraw  proposed 
Rule  lla2-l  primarily  because  it  be¬ 
lieves  that  it  would  be  more  appropri¬ 
ate  to  consider  the  policy  questions  as¬ 
sociated  with  priority  in  the  context  of 
its  actions  to  facilitate  the  establish¬ 
ment  of  a  national  market  system.  ** 

B.  THE  PROPOSED  SINGLE  FEE  RULE  (RULE 
liai-3) 

The  single  fee  rule  was  proposed  in 
March  1977.  It  would  exempt  transac¬ 
tions  by  any  exchange  member  for  a 
discretionary  account  if  the  member 
did  not  charge  that  account  any  sepa¬ 
rate  fee  based  on  transactions.  It 
would  not,  however,  preclude  payment 
of  commissions  by  the  managed  insti¬ 
tutional  account  to  an  unaffiliated 
broker.  The  single  fee  rule  was  pro¬ 
posed  pursuant  to  the  Commission’s 
authority  in  section  11(a)(1)(H). 

The  single  fee  rule  attracted  consid¬ 
erable  adverse  comment.  Non-member 
financial  intermediaries  suggested 
that  the  rule  would  permit  exchange 
members  to  combine  money  manage¬ 
ment  and  brokerage  and  would  there¬ 
fore  be  inconsistent  with  the  purposes 
of  section  11(a)  and  outside  of  the 
Comniission’s  authority  to  adopt  ex- 
emptive  rules  under  section 
ll(a)(lKH).  Commentators  also  con¬ 
tended  that  the  single  fee  rule  would 
produce  new  problems  such  as  “re¬ 
verse  churning,”  inflated  management 
fees,  reciprocal  practices  among  mem¬ 
bers  which  manage  institutional  ac¬ 
counts.  and  generally  higher  costs  to 
managed  institutional  accounts.  More- 


“In  its  recent  statement  regarding  the  de¬ 
velopment  of  a  national  market  system,  the 
Commission  stated  that  one  of  the  basic 
tenets  of  a  national  market  system  was  the 
assurance  of  auction-type  trading  protec¬ 
tions  for  all  public  limit  orders  and  the  ex¬ 
ecution  of  all  such  orders  on  the  basis  of 
time  and  price  priority  alone.  Securities  Ex¬ 
change  Act  Release  No.  14416  (January  26. 
1978),  43  PR  4354  (February  1.  1978). 
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over,  others  argued,  the  single  fee  rule 
would  impose  a  de  facto  obligation  on 
institutional  fiduciaries  to  seek  ex¬ 
change  membership  and  would  pre¬ 
sent  a  number  of  practical  difficulties 
to  money  managers  in  light  of  state 
laws  that  limit  the  amount  of  manage¬ 
ment  fees  which  investment  managers 
may  receive.  Finally,  commentators  as¬ 
serted  that  the  single  fee  rule  would 
impose  an  untested  pricing  concept  on 
the  securities  industry  and  would 
eliminate  the  pricing  flexibility  and 
imrestricted  choice  of  services  that  a 
managed  institutional  account  may 
find  important. 

The  Commission  is  withdrawing  the 
single  fee  rule  because  the  adoption  of 
the  effect  versus  execute  rule  (Rule 
Ila2-2(T))  makes  the  adoption  of  the 
single  fee  rule  unnecessary  at  this 
time.  The  single  fee  rule  would  pro¬ 
vide  only  a  limited  exemption  from 
section  11(a)  for  certain  types  of  ac¬ 
counts  which,  the  Commission  be¬ 
lieves,  will  benefit  from  the  effect 
versus  execute  rule.  “ 

VII.  Statutory  Basis 

The  Securities  and  Exchange  Com¬ 
mission,  acting  pursuant  to  the  Securi¬ 
ties  Exchange  Act  of  1934,  and  par¬ 
ticularly  sections  2,  3,  6,  10,  11,  llA, 
15,  and  23  thereof  (15  U.S.C.  78b,  78c, 
78f,  78J,  78k,  78k-l,  78o,  and  78w), 
hereby  adopts  Rule  llal-2  and  Tem¬ 
porary  Rule  Ila2-2(T)  and  amend¬ 
ments  to  Rule  llal-KT).  The  Com¬ 
mission  has  determined  that  these 
rules  and  amendments  are  consistent 
with  the  purposes  of  section  11(a),  the 
protection  of  investors,  and  the  main¬ 
tenance  of  fair  and  orderly  markets. 
The  Commission  further  deems  Tem¬ 
porary  Rule  Ila2-2(T)  to  be  necessary 
and  appropriate  in  the  public  interest 
and  for  the  protection  of  investors  and 
to  maintain  fair  and  orderly  markets. 

With  respect  to  substantive  revisions 
of  Temporary  Rule  Ila2-2(T),  notice 
of  the  subjects  and  issues  addressed  by 
that  rule  and  those  revisions  has  been 
provided  in  the  January  1976  and 
March  1977  Releases.  The  prohibition 
on  transaction-related  compensation  is 
consistent  with  the  Commission’s  pre¬ 
viously  published  view  that,  subject  to 
the  statutory  exemptions  in  section 
11(a)(1),  section  11(a)  prohibits  an  ex¬ 
change  member  from  executing  or  ar¬ 
ranging  to  have  other  members  ex¬ 
ecute  transactions  on  the  exchange  for 
an  account  over  which  that  member  or 
its  associated  person  exercises  invest¬ 
ment  discretion.  A  specific  prohibition 
on  transaction-related  compensation 
was  incorporated  in  the  single  fee  rule, 
proposed  Rule  llal-3.  The  Commis¬ 
sion  stated  in  the  March  1977  Release 
that  its  rule  proposals  were  in  many 
respects  different  solutions  to  the 
same  problem  and  that  the  Commis- 


**See  also  n.  50  supra. 


Sion  might  choose  some  of  the  princi¬ 
ples  set  forth  at  that  time  while  dis¬ 
carding  others.  The  other  revisions 
made  in  Rules  llal-KT),  llal-2,  and 
Ila2-2(T)  are  technical  or  clarifying  in 
nature.  The  prompt  adoption  of  Tem¬ 
porary  Rule  Ila2-2(T),  moreover,  is 
necessary  to  provide  immediate  guid¬ 
ance  to  members  of  national  securities 
exchanges  with  respect  to  the  applica¬ 
tion  of  section  11(a),  as  discussed 
above.  Accordingly,  the  Commission 
finds,  pursuant  to  the  Administrative 
Procedure  Act  (5  U.S.C.  551  et  seq.), 
that  further  notice  and  public  proce¬ 
dure  are  not  necessary.  *’  Nevertheless, 
comments  are  being  solicited  on  these 
rules  so  that  the  Commission  can  con¬ 
sider  whether  additional  action  may 
be  necessary,  either  before  or  after 
May  1,  1978. 

The  Commission  finds  that  the  rules 
and  amendments  being  adopted  today 
will  not  impose  any  burdens  on  compe¬ 
tition  that  are  not  necessary  or  appro¬ 
priate  in  furtherance  of  the  purposes 
of  the  Act.  The  amendments  to  Rule 
llal-KT)  are  technical  in  nature  and 
do  not  impose  any  additional  burden 
on  competition.  The  adoption  of  rule 
llal-2  will  establish  an  exemption 
permitting  members  to  effect  transac¬ 
tions  for  associated  persons  and  their 
customers  and  may  increase  competi¬ 
tion  on  exchanges.  Accordingly,  that 
rule  does  not  impose  any  additional 
burden  on  competition.  In  adopting 
Temporary  Rule  Ila2-2(T),  the  Com¬ 
mission  is  providing  certain  exemptive 
relief  for  many  exchange  members, 
but  that  action  does  not  remove  all 
burdens  on  competition  in  money 
management  by  exchange  members 
imposed  by  section  IKa).  Burdens  on 
competition  resulting  from  section 
IKa),  in  the  context  of  the  Commis¬ 
sion’s  rulemaking  actions,  have  been 
discussed  above. " 

Part  241  of  Chapter  II  of  -ntle  17  of 
the  Code  of  Federal  Regulations  is 
amended,  effective  immediately,  by 
the  inclusion  of  this  release  therein. 
Part  240  of  Chapter  II  of  Title  17  of 
the  Code  of  Federal  Regulations  is 
amended,  effective  May  1,  1978,  as  fol¬ 
lows: 

§  240.11al-l(T)  Transactions  yielding  pri¬ 
ority,  parity,  and  precedence. 

(a)  A  transaction  effected  on  a  na¬ 
tional  securities  exchange  for  the  ac¬ 
count  of  a  member  which  meets  the 
requirements  of  section  lKa)(l)(G)(i) 
of  the  Act  shall  be  deemed,  in  accor¬ 
dance  with  the  requirements  of  sec¬ 
tion  lKa)(l)(G)(ii),  to  be  not  inconsis¬ 
tent  with  the  maintenance  of  fair  and 
orderly  markets  and  to  yield  priority, 
parity,  and  precedence  in  execution  to 


"See  5  U.S.C.  553(b). 

“See  also  January  1976  Release  and 
March  1977  Release. 


orders  for  the  account  of  persons  who 
are  not  members  or  associated  with 
members  of  the  exchange  if  such 
transaction  is  effected  in  compliance 
with  each  of  the  following  require¬ 
ments: 

(DA  member  shall  disclose  that  a 
bid  or  offer  for  its  account  is  for  its  ac¬ 
count  to  any  member  with  whom  such 
bid  or  offer  is  placed  or  to  whom  it  is 
communicated,  and  any  member 
through  whom  that  bid  or  offer  is 
communicated  shall  disclose  to  others 
participating  in  effecting  the  order 
that  it  is  for  the  account  of  a  member. 

(2)  Immediately  before  executing 
the  order,  a  member  (other  than  the 
specialist  in  such  security)  presenting 
any  order  for  the  account  of  a  member 
on  the  exchange  shall  clearly  an¬ 
nounce  or  otherwise  indicate  to  the 
specialist  and  to  other  members  then 
present  for  the  trading  in  such  securi¬ 
ty  on  the  exchange  that  he  is  present¬ 
ing  an  order  for  the  accoimt  of  a 
member. 

(3)  Notwithstanding  rules  of  prior¬ 
ity,  parity,  and  precedence  otherwise 
applicable,  any  member  presenting  for 
execution  a  bid  or  offer  for  its  own  ac¬ 
count  or  for  the  account  of  another 
member  shall  grant  priority  to  any  bid 
or  offer  at  the  same  price  for  the  ac¬ 
count  of  a  person  who  is  not,  or  is  not 
associated  with,  a  member,  irrespec¬ 
tive  of  the  size  of  any  such  bid  or  offer 
or  the  time  when  entered. 

(b)  A  member  shall  be  deemed  to 
meet  the  requirements  of  section 
lKa)(l)(G)(i)  of  the  Act  if  during  its 
preceding  fiscal  year  more  than  50 
percent  of  its  gross  revenues  was  de¬ 
rived  from  one  or  more  of  the  sources 
specified  in  that  section.  A  member 
may  rely  on  a  list  of  members  which 
are  stated  to  meet  the  requirements  of 
section  lKa)(l)(G)(i)  if  such  list  is  pre¬ 
pared,  and  updated  at  least  annually, 
by  the  exchange.  In  preparing  any 
such  list,  an  exchange  may  rely  on  a 
report  which  sets  forth  a  statement  of 
gn*oss  revenues  of  a  member  if  covered 
by  a  report  of  independent  accoim- 
tants  for  such  member  to  the  effect 
that  such  report  has  been  prepared  in 
accordance  with  generally  accepted  ac¬ 
counting  principles. 

§240.11al-2  Transactions  for  certain  ac¬ 
counts  of  associated  persons  of  mem¬ 
bers. 

A  transaction  effected  by  a  member 
of  a  national  securities  exchange  for 
the  account  of  an  associated  person 
thereof  shall  be  deemed  to  be  of  a 
kind  which  is  consistent  with  the  pur¬ 
poses  of  section  lKa)(l)  of  the  Act, 
the  protection  of  investors,  and  the 
maintenance  of  fair  and  orderly  mar¬ 
kets  if  the  transaction  is  effected. 

(a)  For  the  accoimt  of  and  for  the 
benefit  of  an  associated  person,  if.  as¬ 
suming  such  transaction  were  for  the 
account  of  a  member,  or 
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(b)  For  the  account  of  an  associated 
person  but  for  the  benefit  of  an  ac¬ 
count  carried  by  such  associated 
person,  if,  assuming  such  account  were 
carried  on  the  same  basis  by  a 
member,  the  member  would  have  been 
permitt^  under  section  11(a)  of  the 
Act  and  the  other  rules  thereunder,  to 
effect  the  transaction;  Provided,  hoto- 
ever.  That  a  transaction  may  not  be  ef¬ 
fect^  by  a  member  for  the  account  of 
and  for  the  benefit  of  an  associated 
person  under  section  ll(aKlKO)  of 
the  Act  and  Rule  llal-KT)  thereim- 
der  unless  the  associated  person  de¬ 
rived,  during  its  preceding  fiscal  year, 
more  than  50  percent  of  its  gross  rev¬ 
enues  from  one  or  more  of  the  sources 
specified  in  section  ll(aKlKOKi)  of 
the  Act. 

# 

§  240.1  Ia2-2(T)  Transactions  effected  by 
exchange  members  through  other  mem¬ 
bers. 

(a)  A  member  of  a  national  securities 
exchange  (the  “initiating  member”) 
may  not  effect  a  transaction  on  that 
exchange  for  its  own  account,  the  ac¬ 
count  of  an  associated  person,  or  an 
account  with  respect  to  which  it  or  an 
associated  person  thereof  exercises  in¬ 
vestment  discretion  unless: 

(1)  The  transaction  is  of  a  kind  de¬ 
scribed  in  paragraphs  A  through  H  of 
section  11(a)(1)  of  the  Act  and  is  ef¬ 
fected  in  accordance  with  applicable 
rules  and  regulations  thereimder;  or 

(2)  The  transaction  is  effect^  in 
compliance  with  each  of  the  following 
conditions: 

(i)  The  transaction  is  executed  on 
the  floor,  or  through  use  of  the  facili¬ 
ties,  of  the  exchange  by  a  member 
(the  “executing  member”)  which  is 
not  an  associated  person  of  the  initiat¬ 
ing  member, 

(ii)  The  order  for  the  transaction  is 
transmitted  from  off  the  exchange 
floor, 

(iii)  Neither  the  initiating  member 
nor  an  associated  person  of  the  initiat¬ 
ing  member  participates  in  the  execu¬ 
tion  of  the  transaction  at  any  time 
after  the  order  for  the  transaction  has 
been  so  transmitted;  and 

(iv)  In  the  case  of  a  transaction  ef¬ 
fected  for  an  account  with  respect  to 
which  the  initiating  member  or  an  as¬ 
sociated  person  thereof  exercises  in¬ 
vestment  discretion,  neither  the  initi¬ 
ating  member  nor  any  associated 
person  thereof  retains  any  compensa¬ 
tion  in  connection  with  effecting  the 
transaction;  Provided,  however.  That 
this  conditions  shall  not  apply  to  the 
extent  that  the  person  or  persons  au¬ 
thorized  to  transact  business  for  the 
account  have  expressly  provided  oth¬ 
erwise  by  written  contract  referring  to 
section  11(a)  of  the  Act  and  this  sec¬ 
tion  executed  on  or  after  March  15, 
1978,  by  each  of  them  and  by  such  ex¬ 
change  member  or  associated  person 
exercising  investment  discretion. 


(b)  For  purposes  of  this  section,  a 
member  “effects”  a  seciulties  transac¬ 
tion  when  it  performs  any  function  in 
connection  with  the  processing  of  that 
transaction,  including,  but  not  limited 
to,  (1)  transmission  or  an  order  for  ex¬ 
ecution.  (2)  execution  of  the  order,  (3) 
clearance  and  settlement  of  the  trans¬ 
action,  and  (4)  arranging  for  the  per¬ 
formance  of  any  such  fimction. 

(c)  For  purposes  of  this  section,  the 
term  “compensation  in  connection 
with  effecting  the  transaction"  refers 
to  compensation  directly  or  indirectly 
received  or  calculated  on  a  transac¬ 
tion-related  basis  for  the  performance 
of  any  function  involved  in  effecting  a 
securities  transaction. 

(d)  A  member,  or  an  associated 
person  of  a  member^,  authorized  by 
written  contract  to  retain  compensa¬ 
tion  in  connection  with  effecting 
transactions  pursuant  to  paragraph 
(aK2Kiv)  of  this  section  shall  furnish 
at  least  annually  to  the  person  or  per¬ 
sons  authorized  to  transact  business 
for  the  account  a  statement  setting 
forth  the  total  amount  of  all  compen¬ 
sation  retained  by  the  member  or  any 
associated  person  thereof  in  connec¬ 
tion  with  effecting  transactions  for 
that  account  during  the  period  cov¬ 
ered  by  the  statement,  which  amount 
shall  be  exclusive  of  all  amounts  paid 
to  others  during  that  period  for  ser¬ 
vices  rendered  in  effecting  such  trans¬ 
actions. 

(e)  A  transaction  effected  in  compli¬ 
ance  with  the  requirements  of  this  sec¬ 
tion  shall  be  deemed  to  be  of  a  kind 
which  is  consistent  with  the  piirposes 
of  section  ll(aKl)  of  the  Act,  the  pro¬ 
tection  of  investors,  and  the  mainte¬ 
nance  of  fair  and  orderly  markets. 

(Secs.  2.  3,  4.  6,  7,  11.  18,  89  Stat.  97.  104, 
110,  111,  121,  155  (15  U.S.C.  78b,  78c,  78f. 
78k.  78k-l.  780,  78w);  Secs.  2.  3.  10,  23,  48 
Stat.  881,  882,  891,  901,  as  amended  (15 
DJS.C.  78j).) 


•  •  •  G  • 

As  indicated  above,  the  Commission 
is  interested  in  receiving  further  com¬ 
ment  on  the  various  actions  it  has  an- 
noimced  today.  The  Commission  is 
particularly  interested  in  commenta¬ 
tors’  views  concerning: 

(i)  The  Commission’s  confirmation  of  its 
prior  interpretation  confining  the  availabil¬ 
ity  of  the  “natural  person”  exemption  con¬ 
tained  in  section  ll(aKlKE)  of  the  Act  to 
exchange  member  transactions  effected  for 
accounts  of  the  member’s  associated  natural 
persons  and  discretionary  accounts  of  natu¬ 
ral  persons; 

Adoption  of  Temporary  Rule  Ila2-2(T)  in 
the  form  set  forth  above,  especially: 

(a)  The  contractual  provision  set  forth  in 
the  proviso  to  paragraph  (aK2Xiv)  of  the 
rule; 

(b)  The  definitions  of  the  term  “effect” 
and  “compensation  in  connection  with  ef¬ 
fecting  the  transaction”  set  forth  in  para¬ 
graphs  (b)  and  (c)  of  the  rule,  respectively: 
and 


(c)  The  disclosure  requirement  set  forth  in 
paragraph  (d)  of  the  rule:  and 

(ill)  The  Commission’s  determination  to 
refrain  from  taking  rulemaking  action  at 
this  time  to  implement  the  suggestions  ad¬ 
vanced  by  the  NYSE  in  its  letter  of  Decem¬ 
ber  23  1977,  *•  especially  with  respect  to: 

(a)  Exemptive  relief  for  floor  traders, 
either  through  an  additional  rule  or  revision 
of  the  Commission's  interpretation  of  the 
“natural  person”  exemption: 

(b)  Exemptive  relief  to  permit  exchange 
members  to  execute  transactions  in  listed 
bonds  as  principal  on  the  floor, 

(c)  Ebcemptive  relief  to  permit  exchange 
members  to  execute  principal  transactions 
in  accordance  with  exchange  rules  govern¬ 
ing  special  distributions  on  exchanges,  such 
as  NYSE  Rules  391  and  392:  and 

(d)  Exemptive  relief  for  principal  transac¬ 
tions  effected  at  the  request  of  a  floor  offi¬ 
cial  to  correct  an  order  imbalance  (or  to  liq¬ 
uidate  a  position  so  acquired). 

To  facilitate  public  comment  on  the 
foregoing  matters,  the  NYSE’s  letter 
of  December  23,  1977  is  published  in 
full  as  Appendix  A  to  this  Release. 
Commentators  who  wish  to  urge  that 
the  Commission  take  action  to  imple¬ 
ment  any  of  the  NYSE’s  requests 
should  take  special  care  to  demon¬ 
strate  how  such  action  would  be  con¬ 
sistent  with  section  IKa),  its  purposes 
and  legislative  history,  and  the  views 
of  the  Commission  articulated  herein 
and  in  the  January  1976  and  March 
1977  Releases. 

Notwithstanding  this  solicitation  of 
additional  comments,  persons  affected 
by  section  11(a)  of  the  Act  should  not 
refrain  from  taking  such  steps  as  may 
appear  necessary  to  them  to  ensure 
that  they  are  in  a  position  to  comply 
fully  with  that  Section  and  the  Com¬ 
mission’s  rules  and  interpretations 
thereimder  announced  in  this  Release. 

By  the  Commission. 

George  A.  Fitzsimmons, 
Secretary. 

March  14. 1978. 

The  New  York  Stock  Exchance, 
December  23.  1977. 

Andrew  M.  Klein,  Esq., 

Director.  Division  of  Market  Regulation,  Se¬ 
curities  and  Exchange  Commission, 
Washington,  D.C. 

Dear  Mr.  Klein:  Given  the  impending  ef¬ 
fectiveness  of  Section  11(a)  of  the  Securities 
Exchange  Act  of  1934,  as  amended,  and  the 
consensus  of  concern  as  to  its  likely  ramifi¬ 
cations,  the  Exchange  thought  it  might 
prove  useful  to  indicate  its  perception  of  the 
minimum  implementive  rulemaking  which 
commends  itself  for  Commission  action,  at 
this  time.  For  these  purposes,  it  is  assumed 
that,  except  as  indicated  herein,  rules  previ¬ 
ously  adopted  or  proposed  under  the  Sec¬ 
tion  will  be  withdrawn  or  repealed. 

Section  11(a)  prohibits  an  exchange 
member  from  effecting  a  transaction  on 
that  exchange  for  his  own  account,  that  of 
an  associated  person  or  an  account  over 
which  either  exercises  investment  discre¬ 
tion.  Various  exceptions  are  specified  in  the 


**See  n.  43  supra  and  text  accompanying 
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FEOEKAl  REGISTER,  VOL  43,  NO.  53— FRIDAY,  MARCH  17,  1973 


Section  which  afford  relief  primarily  with 
respect  to  firm  proprietary  trading.  Briefly, 
the  exemptions  pertain  to:  market  makers 
(ll(aMlKA)).  odd-lot  dealers  (ll(aKlKB)), 
stabilizing  transactions  (IKaKlKO).  arbi¬ 
trage  and  hedge  transactions  (ll(aKlKD)). 
transactions  for  natural  persons 
(ll(aKlKE)),  error  corrections  (ll(aKlKF)), 
transactions  for  a  member’s  own  account 
whose  business  is  comprised  of  specified 
types  of  activities  and  which  are  effected  in 
compliance  with  commission  rules  not  in¬ 
consistent  with  fair  and  orderly  markets 
(IKaXlKO)),  and,  any  other  transaction  of 
a  kind  which  the  Commission,  by  rule,  de¬ 
termines  is  consistent  with  the  purposes  of 
IKa),  the  protection  of  investors,  and  the 
maintenance  of  fair  and  orderly  markets. 

Absent  modification  by  Conunission  rule 
and  assuming  the  strict  interpretation  of 
the  word  "effect”  as  well  as  the  unavail¬ 
ability  of  the  "natural  person”  exemption 
for  a  member,  as  previously  expressed  in 
Commission  releases  on  IKa). '  transactions 
by  Exchange  members  for  their  own  ac¬ 
counts  are  virtually  eliminated.  Members  of 
the  Exchange  are  thus  effectively  prevented 
from  simultaneously  acting  as  money  man¬ 
agers  and  as  brokers  for  institutional  ac¬ 
counts. 

A  further  complication  is  that  the  exemp¬ 
tion  afforded  in  IKaKlXG)  provides  no 
relief  from  the  dilemma  of  an  Exchange 
member  trading  for  the  firm  account  since 
in  most  instances  it  would  be  unable  to  meet 
the  business  mix  requirement  even  were  the 
unnerving  complex  problem  of  order  identi¬ 
fication  satisfactorily  resolved.  Additionally, 
the  definition  of  "associated  person,”  under 
the  Act,  has  been  extended  beyond  a  "natu¬ 
ral  person”  to  include  all  manner  of  institu¬ 
tional  affiliates,  parents  and  subsidiaries; 
and  the  so-called  "managed  account”  may 
embody  not  only  the  exercise  of  discretion 
over  impressively  large  pools  of  money  but 
even  the  many  modest  types  of  managed 
capital  such  as  church  or  other  similar  mod¬ 
erate  portfolios. 

Assuming  the  scenario  described  above, 
the  Competitive  Floor  'Trader  would  become 
a  vestige  of  the  past— deprived  of  his  "natu¬ 
ral”  identity  and  unlikely  to  fit  within  the 
mold  of  the  necessary  gross  income  test  of 
an  SEC  rule  designed  to  implement  Section 
11(a)(1)(G) —and  this  notwithstanding  a 
fairly  stringent  system  of  regulation  under 
SEC  Rule  lla-1.  The  bond  trader  who,  to 
accommodate  the  needs  of  his  customer, 
trades  on  the  Floor  in  Exchange  listed 
bonds  as  principal,  could  no  longer  act  in 
the  best  interests  of  that  customer.  His 
brother  member  who  assiunes  a  risk  posi¬ 
tion  at  the  request  of  a  Floor  official,  (for 
the  purpose  of  assisting  the  specialist  in  cor¬ 
recting  order  imbalances),  would  be  restrict¬ 
ed  in  liquidating  positions  so  acquired.  Each 
would  be  precluded  from  claiming  an  ex¬ 
emption  since  neither  may  be  formally 
acting  in  the  capacity  of  a  specialist  or 
market  maker  while  in  effect  and  in  eco¬ 
nomic  substance  performing  similar  salu¬ 
tary  fimctions.  Those  participating  in  Rules 
391  and  392  Special  Block  Offerings  and 
Distributions,  not  susceptible  of  normal  pro¬ 
cessing  on  the  Exchange  Floor,  would  be 
barred  despite  their  acknowledged  benefit 
to  the  execution  of  customer  orders. 

'Two  points  merit  special  mention.  It  has 
been  the  imanimous  view  of  commentators 
that  the  Commission’s  restrictive  reading  of 
the  natural  person  exemption  to  apply  only 
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to  a  two-legged  associated  person  and  not  to 
a  two-legged  member,  is  un:  easonable.  This 
conclusion  is  derived  not  only  from  the  Con-  ; 
gressionally  defined  term  "member”  (at  Sec-  ' 
tion  3(aK3KA)  of  the  Act)  which  specifically 
includes  natural  persons,  but  equally,  from  ' 
the  Commission’s  suggestion  that  the  Con¬ 
gress  may  have  indulged  in  error  in  provid¬ 
ing  an  exemption  under  11(a)(1)(E).  CHarifi-  | 
cation  of  this  aspect  would  be  helpful  in  re¬ 
storing  the  natural  equilibrium  and  har¬ 
mony  of  the  statute  and  the  intent  of  the 
Congress. 

Secondly,  one  cannot  equitably  ignore  the 
much  publicized  dispute  surrounding  the 
appropriate  meaning  to  be  accorded  the 
term  to  "effect”  a  transaction.  The  recent 
Report  of  the  operative  oversight  subcom¬ 
mittees  of  the  House  Committee  on  Inter¬ 
state  and  Foreign  Commerce  (Committee 
Print  No.  95-27,  95th  Cong.,  1st  Sess.  1977, 
9-11)  made  plain  the  view  of  the  draftsmen 
that  "effect”  and  “execute”  are  to  be  read 
as  synonyms  except  that  the  initiating 
member  should  not  share  in  the  compensa¬ 
tion  to  be  received  by  the  imaffiliated  ex¬ 
ecuting  member  for  having  made  such  bro¬ 
kerage  arrangements.  We  understand  that 
that  construction  is  not  meant  to  preclude 
the  initiating  broker  from  providing  a  clear¬ 
ing  function  (which  may  be  described  as  in 
the  nature  of  a  ministerial  off-Floor  trans¬ 
action  completion  function)  and  being  com¬ 
pensated  therefor. 

'  Fully  mindful  that  the  files  of  the  Com¬ 
mission  and  the  records  of  the  Congress  are 
!  replete  with  legal  argumentation  concerning 
the  11(a)  rule  proposals  and  initiatives,  it  is 
not  our  intention  to  retread  those  waters. 
Nor  are  we  unappreciative  of  the  creativity 
displayed  and  initiatives  taken  by  the  Com¬ 
mission  in  this  complex  area.*  Rather,  in 
that  same  spirit  of  reason  and  good  faith, 
and  taking  into  consideration  the  perhaps 
unintentional  severe  impact  and  implica¬ 
tions  of  the  Section  as  briefly  described 
herein,  we  would  respectfully  request  that 
the  Commission,  promptly  act  upon  the  fol¬ 
lowing  matters  through  the  medium  of  its 
authority  under  11(a)(1)(H)  and  23(a)  of  the 
Act  and  Rule  IV  of  its  Rules  of  Practice.  It 
is  suggested  that  each  of  the  following  mat¬ 
ters  (and  those  noted  above)  is  consistent 
with  the  guidelines  pronounced  by  the  Com¬ 
mittee  of  Conference  “that  the  Commission 
'  has  authority  to  exempt  any  transaction  of 
any  kind  from  the  prohibitions  if  it  deter¬ 
mines  that  such  exemption  is  not  inconsis¬ 
tent  with  the  protection  of  investors  and 
the  public  interest  •  •  •  [and]  that  such  ex- 
emptive  authority  •  •  •  be  exercised  in  a 
manner  consistent  with  the  purposes  of  the 
general  prohibition  and  the  expressions  of 
Congressional  intent.”  (H.R.  Rep.  No.  94- 
229,  94th  Cong.,  1st  Sess.  (1975),  106.) 
to  those  existing  domestic  member  organiza¬ 
tions  as-  are  creatures  of  the  increasing  , 
common  holding  company  superstructures. 

Accordingly,  the  Exchange  would  com¬ 
mend  its  adoption  at  this  time. 

1.  That  the  Commission,  acting  pursuant 


’These  initiatives  include  the  Commis¬ 
sion’s  proposal  (Rule  llal-2)  that  would 
tend  to  equate  transactions  for  associated 
I  persons— whether  for  their  own  benefit  or 
'  for  that  of  their  unaffiliated  customers— 
with  those  for  members.  The  recent  experi¬ 
ence  of  the  Exchange  has  demonstrated 
that  the  absence  of  such  a  “look-through”  j 
provision  has  served  as  the  major  impedi¬ 
ment  to  the  “open  access”  espoused  in  Sec¬ 
tion  6(b)(2)  of  the  Act  by  alienating  likely 
and  aspiring  foreign  (dominated)  members 
and  is  of  equal  major  and  material  concern 


to  its  above  stated  authority,  adopt  a  rule 
providing  that: 

“A  member  (the  ‘initiating  member’)  of  a 
national  securities  exchange  shall  not  be 
deemed  ‘to  effect’  a  transaction  on  such  ex¬ 
change  within  the  meaning  of  Section 
ll(aKl)  of  the  Securities  Exchange  Act  of 
1934,  provided  that  the  transaction  is  ex¬ 
ecuted  on  the  trading  flopr  of  such  ex¬ 
change  by  a  member  (the  ‘executing 
member’)  which  Is  not  the  initiating 
member  and  is  not  an  associated  person  of 
the  initiating  member  and  the  order  for 
such  transaction  is  transmitted  by  the  initi¬ 
ating  member  to  the  executing  member 
from  off  the  trading  floor  of  such  exchange. 
’The  foregoing  shall  not  preclude  the  perfor¬ 
mance  of  a  clearing  function  by  the  initiat¬ 
ing  member  and  the  receipt  of  compensa¬ 
tion  therefor.” 

2.  That  the  Commission  adopt  rules  signi¬ 
fying  the  consistency  of  the  following  types 
of  transactions  with  the  provisions  of  Sec¬ 
tion  11(a)(1)  of  the  Act: 

a.  Floor  trading  activities  by  Competitive 
’Traders; 

b.  Principal  floor  transactions  in  listed 
bonds; 

c.  ’Transactions  in  conformity  with  NYSE 
Rules  391  and  392;  and 

d.  Proprietary  transactions  effected  at  the 
request  of  a  duly  authorized  floor  official  to 
correct  an  order  imbalance,  and  the  liquida¬ 
tion  of  any  position  so  acquired. 

A  proposed  formulation  which  would  ef¬ 
fectuate  the  foregoing  proposition  might  be 
cast  in  the  following  terms. 

"A  transaction  on  a  national  securities  ex¬ 
change  by  any  “member”  thereof,  as  such 
term  is  defined  at  section  3(a)(3)(A)  of  the 
Act,  as  amended,  partaking  in  the  nature  of: 

(1)  ’Transactions  executed  on  the  floor  or 
through  the  facilities  of,  an  exchange,  by  a 
Competitive  Trader  registered  as  such  with 
an  exchange  pursuant  to  a  rule  equivalent 
to  NYSE  Rule  111; 

(2)  Principal  transactions  in  listed  bonds 
engaged  in  to  facilitate  an  order  of  a  public 
customer; 

(3)  Transactions  executed  on  the  floor  of 
an  exchange  in  conformity  with  procedures 
equivalent  to  those  set  forth  in  NYSE  Rule 
391  or  392;  and 

(4)  The  liquidation  of  any  position  ac¬ 
quired  by  a  member  in  proprietary  transac¬ 
tions  entered  into  at  the  request  of  a  duly 
authorized  floor  official  to  correct  an  order 
imbalance 

shall  be  deemed  of  a  kind  which  is  consis¬ 
tent  with  the  purposes  of  section  11(a)(1)  of 
the  Act,  the  protection  of  investors,  and  the 
maintenance  of  fair  and  orderly  “markets.” 

3.  That  the  Commission  clarify  by  an  offi¬ 
cial  Note,  constituting  a  textual  part  of  the 
foregoing  rules,  or  by  separate  rule  (pursu¬ 
ant  also  to  section  3(b)  of  the  Act)  that: 

a.  ’The  term  “natural  person,”  for  pur¬ 
poses  of  section  11(a)(1)(E).  includes  a  natu¬ 
ral  person  who  is  a  member  of  a  national  se¬ 
curities  exchange;  and 

b.  That  transactions  effected  by  special¬ 
ists.  in  the  specialty  stocks,  for  their  invest¬ 
ment  accounts  are  encompassed  by  the  lan¬ 
guage  “any  transaction  by  a  dealer  acting  in 
the  capacity  of  a  market  maker”  within  the 
meaning  and  Intendment  of  section 
ll(aKlKA)of  the  Act. 

The  Commission  is  respectfully  referred 
to  previous  communications  had  under  File 
No.  S7-613.  The  staff  of  the  Exchange 
would  be  most  pleased  to  meet  with  mem¬ 
bers  of  the  Commission  or  its  designees. 


Sincerely, 


J.  E.  Buch. 

[FR  Doc.  78-7235  FUed  3-16-78;  8:45  am] 
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